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CREDIT RATING AGENCIES AND THE NEXT 
FINANCIAL CRISIS 


WEDNESDAY, SEPTEMBER 30, 2009 

House of Representatives, 
Committee on Oversight and Government Reform, 

Washington, DC. 

The committee met, pursuant to notice, at 10:01 a.m. in room 
2154, Rayburn House Office Building, Hon. Edolphus Towns (chair- 
man of the committee) presiding. 

Present: Representatives Towns, Issa, Chaffetz, Clay, Connolly, 
Cuellar, Cummings, Foster, Jordan, Kanjorski, Kaptur, Kucinich, 
Luetkemeyer, Lynch, McHenry, Mica, Murphy, Norton, Quigley, 
Souder, Speier, Tierney, and Welch. 

Staff present: John Arlington, chief counsel — investigations; 
Brian Eiler and Neema Guliani, investigative counsels; Linda 
Good, deputy chief clerk; Jean Gosa, clerk; Katherine Graham, in- 
vestigator; Adam Hodge, deputy press secretary; Carla Hultberg, 
chief clerk; Phyllis Love, Ryshelle McCadney, and Alex Wolf, pro- 
fessional staff members; Mike McCarthy, deputy staff director; 
Ophelia Rivas, assistant clerk; Jenny Rosenberg, director of com- 
munications; Ron Stroman, staff director; Lawrence Brady, minor- 
ity staff director; Rob Borden, minority general counsel; Jennifer 
Safavian, minority chief counsel for oversight and investigations; 
Frederick Hill, minority director of communications; Adam Fromm, 
minority chief clerk and Member liaison; Kurt Bardella, minority 
press secretary; Benjamin Cole, minority deputy press secretary; 
Christopher Hixon, minority senior counsel; Brien Beattie, minority 
professional staff member. 

Chairman Towns. The committee will come to order. 

Today, the committee continues its investigation of the credit rat- 
ing agencies, companies at the heart of the last financial collapse, 
companies that will be at the heart of the next financial collapse. 

The average American has probably never heard of credit rating 
agencies, but these companies play a powerful role in our economy 
and they played a starring role in the collapse of the financial sys- 
tem last year. 

The main mission of credit rating agencies is to tell investors 
how risky bonds and other debt securities are. Pension plans, 
banks, insurance companies, and other investors depend on these 
ratings to help them decide where to invest their funds. 

Unfortunately, for the past decade, the credit rating system has 
not worked well at all. A year ago, this committee learned that rat- 
ings did not capture the true risk of many deals because the rating 
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agencies were more concerned with their own bottom line than 
anything else. 

As one rating agency official said in an internal e-mail, “We rate 
every deal. It could he structured by a group of cows and we would 
rate it.” The result was a marketplace flooded with toxic debt, so- 
called structured securities, such as CDOs and other complicated 
securitizations backed by risk mortgages and propped up by in- 
flated ratings. 

More and more money was tunneled into bonds and other debts 
that were destined to fail. Predatory lending flourished, which fam- 
ilies got in over their heads buying houses they could not afford. 
Investors were left holding bonds and other securities that were 
dramatically over-valued. When the housing bubble finally burst, 
we wound up in the deepest recession since the Great Depression. 
A year after the collapse of Lehman Brothers and the massive gov- 
ernment bailout of AIG, Bank of America and others, it looks like 
not much has really changed. 

Today, we will hear testimony from Eric Kolchinsky, until re- 
cently an insider at Moody’s, one of the largest credit rating agen- 
cies. We have obtained a memo written by Mr. Kolchinsky to his 
superiors at Moody’s detailing very serious allegations about 
Moody’s rating practices. If true, these allegations indicate trou- 
bling behavior in the credit rating industry. According to Mr. 
Kolchinsky, they continue to use inaccurate and outdated models. 
They continue to have conflicts of interest, and they continue to 
rate novel securities with little historical data that no one really 
understands. 

He was not alone in having concerns about the new way Moody’s 
operates. We will also have testimony from Mr. Scott McCleskey 
who was senior vice president of compliance at Moody’s, until he 
rocked the boat too hard. Mr. McCleskey’s job was to ensure com- 
pliance with SEC regulations and other requirements. In theory, he 
was a senior executive with important responsibilities. In practice, 
he got the old mushroom treatment: keep him in the dark and bury 
him in fertilizer. 

In short, it looks like not much has changed since the crash of 
2008. We ignore this situation at our peril. In the next financial 
crisis, will the credit rating agencies be part of the problem or part 
of the solution? 

Both the House and the Senate are drafting legislation to rein 
in these types of abusive practices by credit rating agencies. Our 
second panel of witnesses will provide suggestions on how to ac- 
complish this. 

One other note, I would particularly like to thank my good 
friend. Senator Alfonse D’Amato, the former chairman of the Sen- 
ate Banking Committee, for being here today as well; also Floyd 
Adams, another well known and highly regarded New Yorker. 

And let me conclude by saying I look forward to hearing from the 
witnesses. 

At this time, I yield to the gentleman from California, Congress- 
man Issa, the ranking member of this committee. 

[The prepared statement of Chairman Edolphus Towns follows:] 
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OPENING STATEMENT 
CHAIRMAN EDOLPHUS TOWNS 
COMMITTEE ON OVERSIGHT AND GOVERNMENT 

REFORM 

HEARING: CREDIT RATING AGENCIES AND THE NEXT 
FINANCIAL CRISIS 
September 30, 2009 


Good morning and thank you all for being here today. 

Today, the Committee continues its investigation of 
credit rating agencies — companies at the heart of the last 
financial collapse. Companies that will be at the heart of the 
next financial collapse. 

The average American has probably never heard of 
credit rating agencies. 

But these companies play a powerful role in our 
economy. And they played a starring role in the collapse of 
the financial system last year. 

The main mission of credit rating agencies is to tell 
investors how risky bonds and other debt securities are. 
Pension plans, banks, insurance companies, and other 
investors depend on these ratings to help them decide 
where to invest their funds. 
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Unfortunately, for the past decade, the credit rating 
system has not worked well at all. A year ago this 
committee learned that ratings did not capture the true risk of 
many deals, because the rating agencies were more 
concerned with their own bottom lines. 

As one ratings agency official said in an internal email, 
“We rate every deal. It could be structured by cows, and we 
would rate it.” 

The result was a marketplace flooded with toxic debt: 
so-called “structured securities” such as CDO’s and other 
complicated securitizations, backed by risky mortgages, and 
propped up by inflated ratings. 

More and more money was funneled into bonds and 
other debt that were destined to fail. Predatory lending 
flourished, while families got in over their heads buying 
houses they could not afford. Investors were left holding 
bonds and other securities that were dramatically 
overvalued. 

When the housing bubble finally burst, we wound up in 
the deepest recession since the great depression. 

A year after the collapse of Lehman brothers and the 
massive government bailout of AIG, Bank of America, and 
others, it looks like not much has changed. 

Today we will hear testimony from Mr. Eric Kolchinsky, 
until recently, an insider at Moody’s, one of the largest credit 
rating agencies. 
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We have obtained a memo written by Mr. Kolchinsky to 
his superiors at Moody’s detailing very serious allegations 
about Moody’s rating practices. 

If true, these allegations indicate troubling behavior in 
the credit rating industry. According to Mr. Kolchinsky, they 
continue to use inaccurate and outdated models; they 
continue to have conflicts of interest; and they continue to 
rate novel securities with little historical data, that no one 
really understands. 

He was not alone in having concerns about the way 
Moody’s operates. We will also have testimony from Mr. 
Scott McCleskey, who was Senior Vice President for 
Compliance at Moody’s - until he rocked the boat too hard. 

Mr. McCleskey’s job was to ensure compliance with 
SEC regulations and other requirements. In theory he was a 
senior executive with important responsibilities. In practice, 
he got the old mushroom treatment: keep him in the dark 
and bury him in fertilizer. In short, it looks like not much has 
changed since the Crash of 2008. 

We ignore this situation at our peril. In the next 
financial crisis, will the credit rating agencies be part of the 
problem or part of the solution? 

Both the House and the Senate are drafting legislation 
to rein in these types of abusive practices by credit rating 
agencies. Our second panel of witnesses will provide 
suggestions on how to accomplish this. 

One other note: I would particularly like to thank my 
good friend Senator Al D’Amato, the former Chairman of the 
Senate Banking Committee, for being here today. Also, 
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Floyd Abrams, another well known and highly regarded New 
Yorker. 

With that, 1 look fonward to the testimony today. 

### 
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Mr. ISSA. Thank you, Mr. Chairman, and thank you for holding 
this hearing today. 

I strongly suspect that the gentleman from Pennsylvania to my 
left, Mr. Kanjorski, would rightfully so say, aren’t we coming 
dreadfully close to overstepping the bounds of this committee and 
going into the territory well held by the Financial Services Com- 
mittee. 

And I would agree with him up to a point. I would differ with 
him in one sense. Although the oversight of this party of the finan- 
cial community clearly belongs to the Financial Services Commit- 
tee, as does the SEC, transparency in government and trans- 
parency for the people who live under that government clearly falls 
within the jurisdiction of this committee. 

So as we review the failures in the financial crisis, I would say 
to my friend, the gentleman from New York, that in fact this com- 
mittee must look beyond the failures of the private sector in this 
case, look to the public sector which we have direct jurisdiction 
over, and essentially we have the power today, which we didn’t 
have back in the 1930’s when the New Deal came about and in the 
Depression, post-collapse era, the Federal Government began 
outsourcing the oversight and regulation and rating of credit in- 
struments. 

Today, we have technology like XBRL and other standards which 
we, the Federal Government, can insist allow for full transparency, 
not by the select few that we dribble and drabble out the ability 
to rate for pay, but in fact we have the ability today to insist that 
every instrument made available to the American people can be 
transparent to the American people directly. 

We have the ability that instead of standing in line at your 
broker, you can go online and look at every element of that. That 
allows, of course, not every private citizen to necessarily do his own 
analysis. They don’t do that on every stock or mutual fund. But it 
does allow literally thousands of educated people to scrutinize cred- 
it products and, on a continuous basis, evaluate the underlying risk 
that happens. 

In my own State of California, it is very clear, if you bought a 
bond 2 years ago, it is not the same bond it was today. You 
shouldn’t have to wait for a credit agency to tell you California is 
in a financial meltdown in order to see a daily change. And you 
shouldn’t have to do it if it is G.E. paper or anyone else’s. 

So I would hope to work with the chairman in insisting on a real 
change in reporting, one that eliminates these credit agencies as 
monopolies, duopolies, triopolies or whatever a quadopoly is, and in 
fact opens it up to all the people of America. 

Additionally, as I said, this committee has broad jurisdiction, and 
I would hope that as the chairman said this morning on CNBC, we 
would use it. I cannot agree more with the chairman for what he 
said today. He said, “People are now suffering.” But Mr. Chairman, 
why are they suffering? When you said we are going to look at the 
whole financial meltdown across the board, why is it we left 
Freddie and Fannie out? Why is it Franklin Raines, who appar- 
ently committed perjury before this committee, has not been 
brought back before this committee or referred for prosecution? 
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Why is it that in fact Bank of America still holds vital documents 
showing 28,000 loans, mixed in with them are hundreds or thou- 
sands of loans to government officials throughout the country, from 
the top to the bottom, from Republican to Democrat to Independ- 
ent, who were clearly given what amounts to a bribe of government 
by a man who was brought before this committee because he made 
too much money while Countrywide stock was dropping, but has 
not been brought before this committee once we discovered that the 
Friends of Angelo Program in fact was designed to influence Mem- 
bers of Congress, key staff, and people throughout the government. 

That is not a small scandal. That is the crux of this scandal. If 
the trillions of dollars that the American people are on the hook for 
at Freddie and Fannie as GSEs are in fact because Countrywide 
had a cozy relationship bought and paid for that allowed them to 
unload not all, but much of these bad debts, and in fact allowed 
for the promotion of subprime and other risky instruments, then in 
fact, Mr. Chairman, that is the heart of the financial meltdown. 

The financial meltdown is not about the failure of the SEC. It is 
not even about Bernie Madoff and the billions that in fact he did 
opaquely without proper supervision. That is important and we 
need to deal with it, along with the Financial Services Committee. 
But the very underpinnings of good government require that gov- 
ernment officials when they take an oath to their city, their State 
or our country, in fact operate without an agenda bought and paid 
for by public or private money. It is clear that is not the case here. 
It is clear that the distortions in the market go back years and they 
go back to government officials, quasi-government officials and pri- 
vate sector, including obviously the Friends of Angelo Program. 

So Mr. Chairman, I challenge you today either to issue a sub- 
poena to Bank of America to get those records, or allow this com- 
mittee to have an open vote so the people of America can under- 
stand that in fact this is an important issue. It is not a side issue. 
It is at the crux of this very investigation. 

And I might note that when we began looking at this problem, 
when we had Angelo Mozilo in front of us, there were tapes, digital 
copies of every single conversation between Members of Congress, 
members of the administration, postal workers, Freddie and 
Fannie, even Franklin Raines that were held so we could hear 
them. Today, I am told they may have been destroyed. When I hear 
they may have been destroyed, I realize we have been lax in our 
duties. That chair was held by Mr. Waxman and we had a crook 
in front of us that Mr. Waxman called a crook, said in fact that he 
was hurting the American people. Now we know in fact he bought 
and paid for what hurt the American people. 

Mr. Chairman, I call on you today to issue that subpoena. It is 
that important that I bring it up at this hearing, and I call for you, 
if you cannot do it, to step aside and allow the committee to have 
a vote. 

And I yield back. 

Chairman Towns. Let me just respond to the gentleman. I see 
he is sort of worked up over that issue. 

Mr. IssA. Yes, Mr. Chairman, I am worked up because we need 
to protect the American people. We won’t do it if we don’t inves- 
tigate this corruption. 
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Chairman TOWNS. Let me respond to you by saying, No. 1, the 
Justice Department is looking at it. 

Mr. ISSA. Mr. Chairman, that is what the chairman of this com- 
mittee said previously as an excuse. It turns out they didn’t. It 
turns out the Senate Ethics Committee has failed to act and said 
in fact there was no ethical violation. We are beyond ethics here. 
We are at a point where the American people at least should know 
who they gave money to or benefit to, how they did it, and so on. 

We have ignored that paper. I have never seen this committee 
refuse to at least ask to see documents before deciding to ignore 
them. 

Chairman TOWNS. Before we go to our witness, let me just say 
to you that I did not say the Senate Ethics Committee was looking 
at it. I said the Justice Department. As you know, there is a dif- 
ference. 

Mr. IssA. Mr. Chairman, if the Justice Department had subpoe- 
naed the audiotapes, they would have them. They didn’t. It appears 
as though Bank of America allowed them to become destroyed or 
they were destroyed in the last days of Countrywide. But more im- 
portant, those documents, as we have been told, have not, in fact, 
been subpoenaed. The Justice Department does not have the boxes 
of documents that Bank of America has gathered, but will not turn 
over without a subpoena for reasons of privacy. 

If you tell me today you are referring it, because you have 
enough information, to the Justice Department for prosecution or 
investigation, fine. But today, we don’t know what we don’t know. 
What we do know is there is a level of intended corruption by 
Countrywide that clearly had an effect on government decisions for 
years, and we are ignoring it. 

We cannot really understand the failure of government if we 
don’t understand the failure of government officials led by, in fact, 
an attempt to bribe them. 

Chairman Towns. The gentleman’s time has expired. 

Mr. IsSA. Thank you, Mr. Chairman. 

[The prepared statement of Hon. Darrell E. Issa follows:] 
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Statement of Rep. Darrell Issa, Ranking Member 
Credit Rating Agencies and the Next Financial Crisis 
September, 24 2009 


Mr. Chairman, thank you for holding this important hearing on mle of the credit rating agencies in the 
financial crisis. 

Risky subprime mortgages were packaged into mortgage-backed securities and CDOs by lenders and 
investment banks and sold to investors. A crucial step in the process of creating these toxic assets was for 
the party putting the deal together to obtain a credit rating on the proposed bond from one of the Big Three 
credit rating agencies - Moody’s, S&P and Fitch. 

As we now know, the rating agencies were overly optimistic in their ratings. By September 2008, Moody’s 
and S&P alone had downgraded over 75% of the AAA-rated CDOs issued since 2006. These massive 
downgrades accelerated the turmoil in financial markets, spooking investors and forcing collateral calls that 
increased the pressure on firms like AIG. 

I dare say most Members in this body think the current system is broken, but there are two competing 
approaches to reform. Many of my friends on the other side of the aisle advocate what I would call a 
“tinkering” approach. The Obama Administration and various Member of Congress advocate tinkering 
with the existing regulations, doing things like getting the SEC more heavily involved in the credit rating 
process. 

Two thoughts come to mind about this tinkering approach. First, I would point out that the SEC is the same 
agency that missed the Madoff scandal, the biggest Ponzi scheme in the history of the world. Second, we 
ought to consider that the financial crisis originated in perhaps the most heavily regulated sector of the 
economy. Tinkering with the existing regulations will not achieve the kind of fundamental reform we need. 
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I would like to propose an alternative approach to this problem, which is to throw open the windows and let 
the fresh air of competition transform the rating agency business for the first time since the New Deal. Back 
in the 1930s, the federal government began outsourcing its regulatoiy responsibilities to these three 
companies and requiring every investor in the marketplace to use their ratings in order to satisfy their 
regulatory capital requirements. Federal and state regulators essentially handed the Big Three credit rating 
agencies a protected oligopoly status and granted their ratings the force of law, requiring investors to use 
their product and no one else’s. Is it any wonder the Big Three credit rating agencies got lazy and allowed 
their rating procedures to become outdated or corrupted? 

We ought to be encouraging the application of 21“ century solutions to the problem of evaluating credit risk 
and this can best be achieved by opening up this market to new and innovative players. Combined with real 
transparency reforms such as implementing XBRL reporting, we can achieve a new standard for 
transparency and accountability. That won’t happen if we just tinker at the margins by adding new 
regulations like the Administration has proposed. We need a bold new approach and I would like to work 
with the Chairman and ray colleagues to make that happen. 

Thank you Mr. Chairman. 
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Chairman TOWNS. Let’s move forward. 

We will now turn to our first panel of witnesses. It is committee 
policy that all witnesses are sworn in, so please stand and raise 
your right hands as I administer the oath. 

[Witnesses sworn.] 

Chairman TOWNS. You may he seated. Let the record reflect that 
they answered in the affirmative. 

Mr. Eric Kolchinsky is a former managing director at Moody’s 
Corp. He has worked in structured finance for over 12 years, 8 of 
which were at Moody’s. While at the rating agency, Mr. Kolchinsky 
focused on rating collateral debt obligations [CDOs]. He has also 
worked at Lehman Brothers, Merrill Lynch and MBIA in the CDO 
groups. 

We welcome you this morning. 

We would also like to introduce Mr. Scott McCleskey. He was a 
senior vice president for compliance at Moody’s Investors Service 
from April 2006 until September 2008. In this role, he was respon- 
sible for the organization’s compliance with rules and regulations 
established by the SEC and other regulators. Prior to joining 
Moody’s, Mr. McCleskey spent approximately 15 years in the finan- 
cial services industry in both compliance and regulatory positions 
in the United States and in the European Union. 

Mr. McCleskey is currently managing editor for a firm providing 
news analysis and compliance solutions for the financial industry. 

We welcome you as well. 

Mr. Richard Cantor serves as the chief risk officer for Moody’s 
Corp., and as the chief credit officer for Moody’s Investors Service. 
In his role as chief credit officer, Mr. Cantor heads the Credit Pol- 
icy Group and chairs the Credit Policy Committee, both of which 
are responsible for the review and approval of rating methodolo- 
gies. 

Mr. Cantor’s Policy Group also works with the rating group at 
Moody’s to promote consistent rating practices and improved rating 
quality. 

Let me welcome you as well. 

At this time, I ask that each witness deliver their testimony 
within 5 minutes. The yellow light means you have 1 minute re- 
maining, and the red light means stop. Everywhere in America red 
light means stop. 

And then, of course, we will have time to raise questions with 
you and seek the answers. 

So we would like to start with you, Mr. Kolchinsky, and then 
come right down the line. 
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STATEMENTS OF ILYA ERIC KOLCHINSKY, FORMER MANAG- 
ING DIRECTOR, MOODY’S INVESTORS SERVICE; SCOTT 

MCCLESKEY, FORMER SENIOR VICE PRESIDENT FOR COM- 
PLIANCE, MOODY’S CORP.; AND RICHARD CANTOR, CHIEF 

RISK OFFICER, MOODY’S CORP., AND CHIEF CREDIT OFFI- 
CER, MOODY’S INVESTORS SERVICE 

STATEMENT OF ILYA ERIC KOLCHINSKY 

Mr. KOLCHINSKY. Good morning. I want to thank Chairman 
Towns, Ranking Member Issa and all the members of the commit- 
tee for giving me an opportunity to speak this morning. 

My name is Eric Kolchinsky and during the majority of 2007, I 
was the managing director in charge of the business line which 
rated subprime-backed CDOs for Moody’s Investors Service. More 
recently, I was suspended by Moody’s as a result of a warning I 
sent to the compliance group regarding what I believed to be a vio- 
lation of securities laws within the rating agency. 

I am grateful for the opportunity to speak in front of you on the 
need of rating agency and financial markets reform. Despite the 
circumstances of my separation, I still believe that Moody’s is a 
good company and the vast majority of analysts there are smart, 
capable, and want to do a good job of rating financial products. 

Unfortunately, these ingredients are not sufficient to produce 
quality ratings or to safeguard the financial system. While I do not 
believe that the rating agencies were the main cause of the credit 
crisis, there are other parties that were far more responsible, there 
are still unresolved problems which will lead to poor ratings per- 
formance. 

No. 1, conflicts of interest. The conflicts of interest which ail the 
rating industry remain unmanaged. Senior management still fa- 
vors revenue generation over ratings quality and is willing to dis- 
miss or silence those employees who disagree with these unwritten 
policies. 

No. 2, Credit Policy Group lacks independence. The Credit Policy 
Group is a team of analysts whose role is to ensure that the meth- 
odologies and procedures used in the ratings process are sound and 
meet minimum credit standards. Unfortunately, the Credit Policy 
Group at Moody’s remains weak and short-staffed. The group’s an- 
alysts get routinely bullied by business line managers and their de- 
cisions are overridden in the name of generating revenue. 

Inadequate methodologies. Methodologies produced by Moody’s 
for rating structure finance securities are inadequate and do not re- 
alistically reflect the underlying credits. Rating models are put to- 
gether in a haphazard fashion and not validated if doing so would 
jeopardize revenues. 

Compliance Group lacks independence. The Compliance Group is 
entrusted with enforcing laws and internal policies. The group is 
understaffed and has little professional compliance experience. In- 
stead of ensuring that the ratings process is free from conflict, this 
group sits idly by while these transgressions occur. 

In many ways, the incentives for rating agencies have become 
worse since the credit crisis. There are more rating agencies and 
they are all chasing significantly fewer transaction dollars. The 
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new controls put in place by regulators are too weak to signifi- 
cantly alter this dynamic. 

As an example of how little things have changed, ABS CDOs are 
being rated once again. These are the same products which are re- 
sponsible for hundreds of billions of dollars of losses at major finan- 
cial institutions. They are significant contributors to the problems 
at CitiBank, Merrill Lynch, and AIG. I firmly believe that ABS 
CDOs cannot be rated with any certainty and especially not during 
this volatile period in the capital markets. 

The new methodologies used to rate ABS CDOs have not im- 
proved their poor credit performance. Many of the recent deals 
have been downgraded or have had to resort to restructuring to 
maintain their ratings. This toxic product needs to be consigned to 
the dustbin of bad ideas, but unfortunately there are no incentives 
for rating agencies to say no to a product no matter how poorly 
thought through. 

Investors like pension funds, insurance companies, and the Fed- 
eral Reserve who are required to purchase securities with certain 
ratings deserve better than this. They need ratings which reflect an 
analyst’s best judgment and not the profit targets of the agency. 

However, I believe there is a very simple and straightforward so- 
lution for the ills which haunt the ratings industry. It begins with 
the admission that the function which their agencies perform is 
quasi-regulatory. Fortunately, a model already exists which com- 
bines quasi-regulatory authority with private competition. It is the 
accounting industry. 

While accountants have not been free from scandal, the profes- 
sion has not suffered the free-falling standards which have befallen 
the ratings industry. The key limitation has been the existence of 
a single set of standard methodologies which all accountants need 
to abide by, for example, GAAP. 

While CPAs are free to compete on price and service, they cannot 
change much the definition of revenue or loss. A single set of 
standards makes a lot of sense from a market and a regulatory 
point of view. It is much easier for regulators to learn to pass judg- 
ment on a single set of policies, rather than understanding the mi- 
nutiae in the particulars of multiple approaches. The same benefit 
applies to investors. A single set of criteria which is debated and 
promulgated in a public manner will greatly add to the cause of 
transparencies. 

I have witnessed too many instances of rating agencies talking 
their way out of a poor decision by confusing the listener with eso- 
teric details of their particular methodology. 

If I were a doctor, I would diagnose the rating agency patient as 
very curable. But treatment needs to be urgently applied to avoid 
further damage. Rating agencies can once again be productive 
members of the financial community, but they cannot do this by 
themselves. They need a helping hand to get back on the right 
track. 

Thank you very much. 

[The prepared statement of Mr. Kolchinsky follows:] 
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TESTIMONY of 
ERIC KOLCHINSKY 


Good morning. 

I want to thank Chairman Towns, Ranking Member Issa and all the members of the 
committee for giving me an opportunity to speak this morning. 

My name is Eric Kolchinsky, and during the majority of 2007, 1 was the Managing 
Director in charge of the business line which rated sub-prime backed CDOs at Moody’s 
Investors Service. More recently, I was suspended by Moody’s as a result of a warning I 
sent to the compliance group regarding what I believed to be a violation of securities laws 
within the rating agency. 

I am grateful for the opportunity to speak in front of you on the need for rating agency 
and financial markets reform. Despite the circumstances of my separation, I still believe 
that Moody’s is a good company and the vast majority of analysts there are smart, 
capable and want to do a good job of analyzing financial products. 

Unfortunately, these ingredients are not sufficient to produce quality ratings or to 
safeguard the financial system. While I do not believe that the rating agencies were the 
main cause of the credit crisis (there are other parties who were far more responsible), 
there are still unresolved problems which will lead to continuing poor ratings 
performance: 

1. Conflicts of Interest. The conflicts of interest which ail the ratings industry remain 
unmanaged. Senior management still favors revenue generation over ratings quality and 
is willing to dismiss or silence those employees who disagree with these unwritten 
policies. 

2. Credit Policy Group Lacks Independence. The Credit Policy Group is a team of 
analysts whose role is to ensure that the methodologies and procedures used in the rating 
process are sound and meet minimum credit standards. Unfortunately, the Credit Policy 
Group at Moody’s remains weak and short staffed. The group’s analysts get routinely 
bullied by business-line managers and their decisions are over-ridden in the name of 
generating revenue. 

3. Inadequate Methodologies. Methodologies produced by Moody’s for rating stmctured 
finance securities are inadequate and do not realistically reflect the underlying credits. 
Rating models are put together in a hap-hazard fashion and are not validated if doing so 
would jeopardize revenues. 


4. Compliance Group Lacks Independence. The Compliance Group is entrusted with 
enforcing laws and internal policies. The group is understaffed and has little professional 
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compliance experience. Instead of ensuring that the ratings process is free from conflict 
this group sits idly by while these transgressions occur. 

In many ways the incentives for rating agencies have become worse since the credit 
crisis. There are now more rating agencies and they are all chasing significantly fewer 
transaction dollars. The new controls put in place by regulators are too weak to 
significantly alter this dynamic. 

As an example of how little things have changed, ABS CDOs are being rated once again. 
These are the same products which are responsible for hundreds of billions of dollars of 
losses at major financial institutions. They were significant contributors to the problems 
at Citibank, Merrill Lynch and AIG. While the CDOs held by there institutions had the 
highest ratings possible, they still ended up being nearly worthless. I firmly believe that 
ABS CDOs cannot be rated with any certainty and especially not during this volatile 
period in the capital markets. 

The “new” methodologies used to rate ABS CDOs have not improved their poor credit 
performance - many of the recent deals have been downgraded or have had to resort to 
restructuring to maintain their ratings. This toxic product needs to be consigned to the 
dustbin of bad ideas, but unfortunately, there are still no incentives for rating agencies to 
say “No” to a product no matter how poorly thought through. 

Investors, like pension funds, insurance companies and the Federal Reserve, who are 
required to purchase securities with certain ratings deserve better than this. They need 
ratings which reflect an analyst’s best judgment and not the profit targets of the agency. 

However, I believe that there is a very simple and straight forward solution for the ills 
which haunt the ratings industry. It begins with the admission that the function which the 
agencies perform is quasi-regulatory. Bank capital requirements and mutual fund 
holdings are just a few of the areas where regulators rely on ratings. Additionally, there 
is also a consensus that robust competition is needed in the industry. 

Fortunately, a model already exists which combines quasi-regulatory authority with 
private competition - it is the accounting industry. While accountants have not been free 
from scandal, the profession has not suffered the free-fall in standards which have 
befallen the ratings industry. The key limitation has been the existence of a single set of 
standards or methodologies which all accountants need to abide by (e.g. GAAP). While 
CPAs are free to compete on price and service, they cannot change much the definition of 
revenue or loss. 

A single set of standards makes a lot of sense from a market and a regulatory point of 
view. It is much easier for regulators to learn and to pass judgment on a single set of 
policies, rather than understanding the minutia and the particulars of multiple approaches. 
The same benefit applies to investors - a single set of criteria which is debated and 
promulgated in a public marmer will greatly add to the cause of transparency. I have 
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witnessed too many instances of rating agencies talking their way out of a poor decision 
by confusing the listener by with esoteric details of their particular methodology. 

I suggest that an independent body set public standards for “regulatory ratings”. The 
agencies would still be free to publish their own ratings, but would have to follow the 
public standards for any rating used in a regulatory manner. This body, based on FASB, 
could start with simple things like the definition of the term “AAA”. The term is used 
extensively in regulations and by market participants and yet it has very different, but 
specific definitions at every rating agency. It makes no sense to use AAA 
interchangeably if the meanings are completely different. The public body could also 
determine what kinds of products are “rate-able” and what kind of information is required 
of issuers for rating purposes. 

If I were a doctor, I would diagnose the rating agency patient as very curable. But 
treatment needs to be lugently applied to avoid fiirther damage. Rating agencies can 
once again be productive members of the financial community, but they cannot do this by 
themselves. They need a helping hand to get back on the right track. 
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Chairman TOWNS. Thank you very much. 

Mr. McCleskey. 

STATEMENT OF SCOTT MCCLESKEY 

Mr. McCleskey. Thank you, Mr. Chairman, Ranking Member 
Issa, and members of the committee. 

My name is Scott McCleskey and I served as senior vice presi- 
dent for compliance at Moody’s Investor Service [MIS], from April 
2006 to early September 2008. In that capacity, I was the executive 
formally designated as responsible for the organization’s compli- 
ance with relevant regulations and internal policies. 

I have been asked to discuss my experiences with respect to the 
independence and authority of the Compliance Department. I will 
start by saying that in my time at Moody’s, I had the privilege to 
work with a great many professionals of high ability and unques- 
tioned integrity, and that in many cases and in many respects, 
things worked well. However, my honest assessment is that the 
compliance function came to lack independence and authority in 
some important respects. 

Before I go into detail, I think it is important to give a caveat 
that it has been over a year since my departure from Moody’s, and 
until I was contacted by the staff of this committee a few days ago, 
I had not put a great deal of thought into these past events, so I 
am at a slight disadvantage with respect to some of the specific 
dates and details. And for clarity’s sake, I would point out that in 
keeping with the scope of the SEC regulations, my remit did not 
extend to the accuracy of the rating methodologies themselves. 

Until the end of 2007, I reported to an executive vice president 
who in turn reported to the CEO. This executive vice president had 
responsibility for three departments: compliance, regulatory affairs, 
which generally handles relations with regulators and legislators 
on policy matters, and information technology. During this period, 
I would characterize the environment as generally supportive of 
compliance. 

In late 2007, my reporting lines were changed. From that point 
forward, I reported to Michael Kanef who was made responsible for 
both my department and the Regulatory Affairs Department. Mi- 
chael reported to the general counsel who reported to the CEO. 

So as you can see, an extra layer of management was inserted 
into my reporting chain, effectively moving the department one 
level further away from the CEO. Nonetheless, I remained as the 
formally designated compliance officer in all public SEC filings. 

It soon became clear to me that my authority and independence 
would be greatly diminished. In the interest of time, I will summa- 
rize my experience and concerns. 

Over the following months, experienced compliance officers on 
my staff were pushed out over my strenuous objections and struc- 
tured finance analysts without a single day of compliance experi- 
ence were foisted upon me. Although I did come to believe that one 
of the new hires had promise, it does not balance the loss of 35 
years of compliance experience from my staff. 

The hiring of structured finance analysts also creates a clear con- 
flict of interest issue since, like Michael Kanef, who came from 
structured finance, they could find themselves passing judgment on 
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their own former practices in deciding whether to discipline friends 
or former colleagues and potentially their own future managers 
should they return to their previous business units. 

Second, I found myself more and more frequently excluded from 
decisionmaking meetings concerning potential violations. I will 
note that this did not occur on each and every occasion, but it did 
so with increasing frequency and in particularly important matters. 
This includes an examination conducted by the Securities and Ex- 
change Commission which was handled by our Legal Department 
and by outside counsel. I was flabbergasted that I, the designated 
compliance officer, would be excluded from meetings with the SEC 
during an examination and I was vocal in making this point. 

A common answer whenever I would object to these exclusions 
was that it was necessary in order to preserve attorney-client privi- 
lege, although it is my understanding that other non-legal depart- 
ment staff were included in these meetings. This focus on preserv- 
ing confidentiality, I believe, also led to the sometimes explicit and 
often implicit directive not to put anything in writing that could be 
used against Moody’s in litigation or regulatory proceedings. 

My time at Moody’s came to an abrupt end a little over a year 
ago when I was dismissed without any specific reason, other than 
senior management no longer has confidence in you. This came as 
a bolt out of the blue. At no time had Michael or the general coun- 
sel given any indication of dissatisfaction with my performance. 

Moreover, a few weeks before I was pushed out, I was given re- 
sponsibility for addressing the issues raised by the SEC following 
its examination, the one I had been excluded from, following which 
Michael went on a previously scheduled and I think well-deserved 
vacation. I hardly think that an organization which takes its regu- 
latory responsibilities seriously would give such a critical project to 
someone it had lost confidence in. I am left to speculate on the real 
reason for my departure. 

One hour after my departure, it was announced that I would be 
replaced by an individual from the Structured Finance Depart- 
ment, who had no compliance experience and who, to my recollec- 
tion, had been responsible previously for rating mortgage-backed 
securities. 

I do understand that he has been replaced now by somebody with 
compliance background, and if that is the case, I hope that person 
has the authority that I lacked in the organization. 

The matter before you regards how credit rating agencies should 
be regulated in the future, and I will make two brief observations 
before closing. 

First, my experience leads me to recommend strongly that the 
regulations be amended to require that the designated compliance 
officer report directly to the CEO or to the Board of Directors, and 
that this person not have come from one of the business lines with- 
in that organization within the last 3 years. Second, with respect 
to the notion of removing reference to NRSRO ratings from Federal 
regulations, I would recommend caution. At present, NRSRO status 
is the only hook by which regulators in the United States are able 
to exercise oversight of credit rating agencies. If NRSRO status is 
made irrelevant, I would urge you to ensure that other measures 
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are taken to continue this important oversight of these important 
agencies. 

Now, Moody’s will undoubtedly respond as they habitually do, 
that I am a disgruntled ex-employee who has an axe to grind. To 
this, I will simply respond that it has been a year since my depar- 
ture and I did not actively seek the opportunity to testify today. By 
putting my head above the parapet again, I am likely burning a lot 
of bridges with former colleagues whose esteem I value. I am put- 
ting my family through stress that could be avoided very easily by 
simply saying I don’t know anything. 

Thank you for your time. 

Chairman Towns. Thank you very much, Mr. McCleskey. 

Mr. Cantor. 


STATEMENT OF RICHARD CANTOR 

Mr. Cantor. Good morning. Chairman Towns, Congressman Issa 
and members of the committee. I am Richard Cantor, the chief 
credit officer for Moody’s Investors Service. I welcome the oppor- 
tunity to contribute Moody’s views to this hearing. 

I would like to begin with a brief overview of Moody’s rating 
process. At the start of the ratings process, an analyst gathers rel- 
evant information from issuers and public sources. He or she then 
conducts a credit analysis applying Moody’s methodologies which 
are publicly disclosed and freely available on our Web site. 

After forming an opinion an analyst brings his or her analysis to 
a rating committee, which is a critical mechanism in promoting the 
quality, consistency, and integrity of our ratings process. The com- 
mittee discusses and then votes on the appropriate rating for the 
security. 

One of the core principles of this process is that different ana- 
lysts can and will legitimately hold different views on the credit 
risk, based on the same set of facts. And the committee process is 
the vehicle for resolving these disagreements. 

Once finalized, credit ratings are communicated to the general 
public free of charge. We monitor these ratings on an ongoing basis 
and we modify them if our view of the creditworthiness of the 
issuer or the obligation changes. 

The unprecedented credit crisis that began 2 years ago has pro- 
vided important lessons for Moody’s, other credit rating agencies 
and all market participants. In light of these lessons, Moody’s has 
adopted an array of measures to enhance the quality and trans- 
parency of our credit ratings. 

These steps include changes in the following five key areas: 
strengthening the analytical quality of our ratings; enhancing con- 
sistency across rating groups; bolstering measures to manage con- 
flicts of interest; improving transparency of ratings and the ratings 
process; and increasing resources in key areas. 

We believe we’ve made important progress, but more can be 
done. Indeed, Moody’s supports a number of reform proposals cur- 
rently under discussion that can help restore the credibility of cred- 
it rating agencies and return confidence to structured finance mar- 
kets. 

We also believe that other steps could be taken to increase disclo- 
sure in structured finance markets. Specifically, we believe that in- 
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creasing information disclosure by issuers, sponsors, and under- 
writers of structured finance securities would yield three principal 
benefits: one, reduce the risk of over-reliance on credit ratings; two, 
improve the information available about structures and assets; and 
three, broaden the range of opinions and analysis available to the 
market. 

Finally, let me turn to the allegations raised by Mr. Kolchinsky 
in a letter sent to this committee. Mr. Kolchinsky has raised a se- 
ries of evolving claims over the past year. And in July, Moody’s re- 
tained the outside law firm, Kramer Levin, to conduct an independ- 
ent investigation of all of these issues. It is important to note that 
Moody’s didn’t direct the investigation. Rather, the company gave 
the independent law firm unfettered access to our personnel and 
documents. I understand that the outside lawyers have interviewed 
22 Moody’s employees and the only person who has refused to meet 
with the investigators is Mr. Kolchinsky. 

As the committee is aware, Moody’s, in anticipation of today’s 
hearing, also asked the independent law firm to provide the com- 
mittee staff with a briefing on the preliminary findings of that in- 
vestigation. These findings have also been shared with our regu- 
lator. I understand that the committee has been informed that 
these preliminary conclusions are consistent with Moody’s own in- 
ternal review. Specifically, Mr. Kolchinsky’s claims of misconduct 
are unsupported. Instead, Mr. Kolchinsky raises issues of long- 
standing and healthy debate within the company and the credit 
rating industry. When debates have been resolved contrary to Mr. 
Kolchinsky’s personal views, he has alleged that the process was 
fraudulent, unreasonable or otherwise improper, when they were 
not. 

All of us at Moody’s are committed to meeting the highest stand- 
ards of integrity, quality and transparency in our rating practices, 
methodologies and analysis, and we will take all the appropriate 
steps to uphold these standards. 

I am happy to respond to any questions. 

[The prepared statement of Mr. Cantor follows:] 
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I. INTRODUCTION 

Good morning, Chairman Towns, Congressman Issa and Members of the 
Committee. I am Richard Cantor, the Chief Credit Officer for Moody’s Investors Service 
(“Moody’s”). I have provided my profile to the Committee under separate cover but as 
a general background, I hold a Ph.D. in Economics firom The Johns Hopkins University 
and, prior to joining Moody’s, held various positions in the research group and was Staff 
Director at the discount window of the Federal Reserve Bank of New York. I have been 
in the employ of Moody’s for 12 years primarily focusing on credit policy and credit 
research. On behalf of Moody’s, I would like to thank the Committee for inviting us to 
contribute to the Committee’s discussion on the credit rating agency (“CRA”) industry. 
Moody’s supports examination of our industry with a view to encouraging best practices 
and the integrity of the products and services our industry uses and provides. 

It is widely recognized that the current economic downturn has exposed 
vulnerabilities in the infiastructure of the financial system. Important lessons for CRAs 
and other market participants have emerged from the rapid and dramatic changes. In 
response, we have undertaken a number of initiatives to enhance the quality, 
independence and transparency of our ratings.' These enhancements build on Moody’s 
existing practices and processes through which we continually seek to ensure the integrity 
and credibility of our ratings. We also have been working to adapt, as needed, our 
policies, systems and organization to implement rules adopted by the Securities and 
Exchange Commission (“SEC”) for nationally recognized statistical rating organizations 
(“NRSROs”). 

In this submission I will look to provide the Committee with an overview of the 
rating process at Moody’s and how it relates to our current and potential future operating 
environment. I will adciress this through a summary of: 

1 . Moody’s rating process including the role of the Credit Policy and Compliance 
functions; 

2. Moody’s efforts over the past 24 months to further enhance the quality and 
transparency of our credit ratings; 

3 . Moody’s view on additional reform recommendations, including the critical need 
for increased information disclosure in the structured finance markets. 

Moody’s is committed to maintaining a productive dialogue with this Committee, 
the entire Congress, the SEC and other regulators and market participants about the 
necessary steps to restore confidence in our industry and ensure the effective operation of 
the global credit markets. We are committed to taking whatever steps are necessary to 
achieve those important goals. 


‘ Please see our updates on Strengthening Analytical Quality and Transparency (available through inoodys.cora), which we 

began publishing in August 2(K)8 and oMitinue to update. The main eleraOTts are summarized in Section HI below. 


1 
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II. MOODY’S CREDIT RATING PROCESS 

Moody’s operates under an established Code of Professional Conduct (“Moody’s 
Code”) modeled closely on the International Organization of Securities Commission’s 
(“IOSCO”) Code of Conduct Fundamentals for Credit Rating Agencies. The principles 
in the Moody’s Code which seek to secure the quality, integrity and transparency of the 
rating process, its independence and the avoidance of conflicts of interest, amongst others, 
are deeply ingrained in our operational policies and practices. 

Within the broad, overarching frameworic of Moody’s Code, Moody’s has 
developed policies, practices and procedures over time to govern the rating process and 
promote ongoing quality and integrity in that process. Moody’s supplements this 
framework with various control functions, including the Credit Policy Group and the 
Compliance Group. 

A Credit Rating Process 

Moody’s has a rigorous process for determining its opinion of any security that it 
rates. This process broadly includes the following components; 

o Gatherine Information '. The analyst or analysts assigned to a particular issuer or 
obligation (“Assigned Analyst”) begin the credit analysis by assembling the relevant 
information. This information comes from various sources, which may include 
information from the issuer in meetings or through other communications with the 
Assigned Analyst, as well as from public sources. The information may be 
supplemented with information generated by Moody’s, including macro-economic 
and sector-specific data. 

o Credit Analysis '. Once information has been gathered, the Assigned Analyst analyzes 
the issuer or obligation and formulates his or her view for the rating committee to 
consider. In doing so, the Assigned Analyst will apply relevant Moody’s 
methodologies, which likely will include consideration of both quantitative and 
qualitative factors. For example, in our Structured Finance Group, quantitative 
factors may include the degree of aedit enhancement provided by the transaction’s 
structure, the historical performance of similar assets created by the originator and 
macro-economic trends. Qualitative factors could include an assessment of the 
bankruptcy remoteness of the entity holding the assets, the integrity of the legal 
structure and management and servicing quality of the parties to the transaction. The 
Assigned Analyst considers the relevant factors necessary for his/her analysis with a 
view to presenting an opinion to the rating committee, where members are 
encouraged to form independent opinions. This rating committee process (discussed 
in greater detaO below) is designed to test the robustness of the opinion reached by 
the Assigned Analyst in order for the entire rating committee to reach an independent 
opinion. 

o Utilization of Ratine Methodoloeies '. Moody’s rating methodologies address our 
analytical approach to a particular substantive functional area, industry or sector. For 
example, a methodology may address a specific approach to analyzing the credit risk 
of a collateralized debt obligation, while another could describe a general approach to 
the use of the lognormal method in the analysis of asset-backed securities. Our rating 


2 



25 


methodologies as applied to our credit rating analysis are available to the public free 
of charge on moodys.com. All recently assigned credit ratings include a reference to 
the principle rating methodology used for the analysis of that credit. The publication 
of our rating methodologies provides important transparency about our ratings by 
providing all market participants, and the general public, an explanation of how we 
rate a given security. 

All new methodologies or significant changes to existing methodologies are approved 
by the Credit Policy Committee. In addition, the Credit Policy Group (which is 
discussed in more detail below) engages in systematic reviews of the key 
methodologies used to assign ratings, including validation of the conceptual 
frameworks and the models used as tools in the rating process. After a new or 
revised methodology has been developed internally, Moody’s may publish it as a 
Request for Comment to solicit the views of market participants prior to final 
adoption and implementation. This process enables us to arrive at a more fully 
informed methodology and also promotes our objective of being transparent in the 
formulation of our credit ratings. As we continue to refine our methodologies, with 
all relevant factors taken into account, drafts of new methodologies may circulate 
internally and will be subject to change rmtil such time as they are finally adopted and 
published. A new methodology will, therefore, not be applied formally to any rating 
process until such time as it has been publicly released in final form. However, a 
rating committee is free to consider the same factors that might be driving a 
refinement of a methodology prior to that methodology being adopted. 

o 77ie Ratine Committee : Moody’s credit rating opinions are determined through rating 
committees, by a majority vote of the committee’s members, and not by an individual 
analyst. These rating committees are a critical mechanism in promoting the quality, 
consistency and integrity of otir rating process. Once the Assigned Analyst has 
arrived at a view after applying the relevant rating methodology/ies, he or she 
presents it to the rating committee. Rating committee composition varies based on 
the structure and complexity Of the security being assigned a rating. Members are also 
selected based on expertise and are encouraged to express dissenting or controversial 
views and discuss differences openly. The committee includes the Chair, who acts as 
the moderator of the committee; the Assigned Analyst, who presents his or her views 
and the analysis supporting them; and other participants, who may include support 
analysts, other specialists (such as accounting, legal or risk management speciiists) 
and/or senior-level personnel with analytical responsibilities. Other than analytical 
staff directly involved in the preparation of the analysis, Moody’s does not disclose 
the names of persons involved in the rating committee. This serves to further protect 
the independence of our credit opinion from potential undue influence from an issuer 
or its related persons. 

Once a full discussion has taken place, the members then vote, with the most senior 
member voting last so as not to influence the votes of the junior members. This 
voting process is fotmded upon the core principle that based on a given set of facts, it 
is entirely legitimate for different analysts to hold different views on the credit risk 
associated with any issuer or obligation and that ultimately credit ratings are 
subjective opinions that reflect the majority view of rating committee members. 
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Once a rating committee has determined what it believes is the appropriate credit 
ratings to be assigned to an issuer’s debt classes, or to debt issued under specific 
program documents, Moody’s will not change these credit ratings unless and until a 
subsequent rating committee determines otherwise or a rating is withdrawn under 
Moody’s Withdrawal Policy. 

o Dissemination of Credit Ratim Announcements '. When a rating committee forms its 
opinion, we typically contact the issuer or its agent to inform them of the rating. The 
rating decision is not communicated to any other external party before it is published. 
’Where feasible and appropriate, Moody’s may also give the issuer or its agent an 
opportunity to review a draft of the rating announcement to verify that it does not 
contain any inaccurate or non-public information. The issuer may agree or disagree 
with the rating outcome. If the rating opinion relates to an existing published credit 
rating, we will publish the new opinion in any event unless the issuer or its agent 
provides us with new credit information that reasonably may change the assumptions 
underlying our analysis and therefore our conclusion. In such circumstances, a 
Moody’s rating committee would reconvene and consider the new information, 
determine what it believes is the appropriate rating in light of that information and 
publish our opinion. Credit ratings are communicated simultaneously to all market 
participants and to the general public fi'ee of charge via credit rating announcements 
that are published on our website, www.moodys.com, and are distributed to major 
financial newswires. 

o Ongoing Monitorine of Ratings '. Once a credit rating is published, we monitor the 
rating on an ongoing basis and will modify it as appropriate to respond to changes in 
our view of the relative creditworthiness of the issuer or obligation. As part of this 
monitoring process, analysts may review public information as well as non-public 
information provided by the issuer or its agent. Analysts also use a range of tools to 
monitor and track rated issuers and obligations. These include comparisons of 
Moody’s ratings with other measures of credit risk, including measures derived firom 
the market prices of bonds and credit default swaps and accounting ratio-implied 
ratings based on default prediction. In most of Moody’s U.S. Structured Finance 
groups, monitoring is performed by dedicated surveillance analysts under the 
leadership and oversight of our Group Managing Director - Structured Finance 
Global Surveillance Coordinator. In general terms, the surveillance analyst receives 
and processes data fi-om regular servicer and/or trustee reports. The surveillance 
analyst then assesses the data and, if necessary (eg., because the performance data is 
not in line with expected parameters), conducts a rating analysis. Finally, where 
necessary, the surveillance analyst (or his or her manager) convenes a rating 
committee to vote on and authorize the publication of a rating action. 


B Moody’s Credit Policy Function 

Moody’s Credit Policy Group leads research on the performance of Moody’s 
credit ratings, reviews and approves methodologies and models, and oversees various 
internal credit committees that formulate high level rating policies and practices for each 
of the rating groups. This Group operates independently from the business lines that are 
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principally responsible for rating various classes of issuers and obligations. The 
independent structure is intended to ensure that decisions taken on methodological or 
performance related issues are independent of any non-credit business objective. 

As Moody’s Chief Credit Officer, I oversee the Credit Policy Group - reporting 
directly to the company’s Chief Executive Officer and Chief Operating Officer and 
reporting quarterly to &e Moody’s Corporation Board of Directors. There is a Chief 
Credit Officer for each major rating group, who report to me, as well as a number of 
regional and group credit officers, who provide additional support and oversight. The 
Group is divided into two main units: 

o Credit Policy Committee and Credit Committees . The Credit Policy Committee is 
made up of credit officers, senior managers of various rating groups, and the head of 
compliance. It is chaired by me in my capacity as Chief Credit Officer. The 
Committee is responsible for setting overall standards that govern Moody’s rating 
process. The Committee oversees credit committees specializing in Moody’s key 
business areas - the Fundamental Credit Committee, the Public Sector Credit 
Committee, and the Stmctured Finance Credit Conunittee. Each of these Committees 
is chaired by the Chief Credit Officer for the relevant rating group. 

o Credit Policy Research . The Credit Policy Research Group facilitates rating analytics 
by providing empirical analysis and quantitative tools to Moody’s rating personnel 
and conducts research on defaults, loss-given-default and rating transitions, and 
develops quantitative tools to support ratings and analysis. The Credit Policy 
Research Group also publishes studies of Moody’s-rated obligations in different 
rating categories so that the market can understand the historical performance of 
rating categories. The research is also used to identify methodologies that may need 
to be reviewed because of evidence that ratings rated according to that methodology 
either outperform or underperform other ratings in the same category but rated tmder 
a different methodology. 

The Credit Policy Group takes responsibility for, amongst others: 

o Reviewine Methodologies . The Chief Credit Officer of each major ratings group 
(along with the various credit policy committees they chair) is responsible for 
approving all new methodologies and material changes to existing methodologies. In 
particular, the Credit Policy function conducts in-depth reviews of rating 
methodologies, focusing on analytical rigor and key underlying assumptions, the 
historical performance of the ratings, alternative methodologies (including those of 
other market participants), and differences between our ratings and market opinion as 
inferred firom credit spreads. 

o Improving Model Verification and Validation . Moody’s is taking significant steps to 
enhance our model verification and validation processes. Conducted by the Credit 
Policy Group, the process reviews the key assumptions and overall conceptual 
fi-amework of our structured finance models, thereby helping to ensure that the results 
of our models are not only mathematically accurate, but also sufficiently correspond 
to the real-world scenarios that we are modeling. 
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o Institutim Feasibility Reviews for New Products . Moody’s has established a review 
process that includes one or more senior managers in the Credit Policy Group with 
appropriate experience to review the feasibility of providing a credit rating for any 
new type of structure that is materially different from the structures that we have 
previously rated. 

o Enhancim Analysis Within Ratine Groups . Full-time chief credit oiBcers in the 
rating groups, as well as industry and regional credit ofScers, work with the rating 
groups, each other, credit committees, the Credit Policy Committee and the Chief 
Credit Officer to ensure that rating methodologies and policies are implemented 
consistently across the organization. Credit officers also provide an independent 
ch«:k within rating committees and rating groups. 


C Moody’s Compliance Function 

Moody’s has established and operates under a strong compliance culture. In 
particular, we have an independent Office of Ratings Compliance, which is primarily 
responsible for overseeing adherence to ratings policies and procedmes within Moody’s. 
The Chief Regulatory and Compliance Officer for Moody’s Corporation has a reporting 
obligation to the Board of Directors of Moody’s Corporation on at least a quarterly basis. 
Additionally, the Audit Committee of Moody’s Corporation’s board of directors is 
responsible for, among other things, assisting the board in fulfilling its oversight 
responsibilities related to compliance with legal and regulatory requirements. The Office 
of Ratmgs Compliance helps underscore the importance of objectivity and independence 
in the rating process. It does so through; 

o understanding and, when necessary, augmenting the existing practices of Moody's 
ratings groups; 

o ensuring that accepted practices are in fact appropriately implemented in the ratings 
groups; and 

o assessing the adherence to accepted practices by the ratings groups. 

As recognized in the Securities and Exchange Act,^ the substance of credit ratings 
or the procedures and methodologies by which any NRSRO determines credit ratings 
should be protected from regulatory and/or political interference. This principle extends 
to protection from interference in the opinion of the rating committee from any internal 
control function, including a compliance function. The Moody’s compliance function 
will therefore not interfere with the opinions of analysts nor should it be expected to do 
so but will look to ensure that policies, practices and processes are in place and are being 
followed by the analytical teams in the rating process. 


^ See Paragraph (cX2) of Section 15EoftheSecuritiesExchangeActofl934. 
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m. MOODY’S EFFORTS TO FURTHER ADVANCE THE QUALTTy AND 
TRANSPARENCY OF CREDIT RATINGS 

The various contributors to the recent market crisis are by now well-chronicled, 
starting with the performance of U.S. sub-prime home mortgages and then of mortgage- 
backed and related securities originated primarily in 2006 and early 2007. Moreover, it is 
now clear that significant, latent vulnerabilities had been developing in the infirastructure 
of the global financial markets, and that once exposed, these weaknesses could, and 
would, have severe and reverberating consequences.’ 

Moody’s has addressed in previous legislative and regulatory hearings the steps 
we took prior to and during the financial crisis to watch, warn and react.^ Like other 
market participants, however, we did not fully anticipate the magnitude and speed of the 
deterioration in mortgage quality or the suddenness of the transition to restrictive lending. 
We were far fi-om alone in that regard, but we believe that we should be the leading edge 
for predictive opinions about future credit risks, and we have learned important lessons 
fi'om that experience. 

EHorts to Restore Confidence 

The past two years have reminded all market participants how rapidly and 
dramatically markets can change. Throughout this period, Moody’s has - in an effort to 
enhance accountability - reached out to market participants and policymakers globally 
for feedback regarding the utility of our ratings and ratings system. Based on the 
feedback we have received and our own deliberations, Moody’s has adopted a wide range 
of measures to enhance the quality, independence and transparency of our credit ratings, 
including the following: 

1) Strengthening the analytical quality of our ratings; including creating 
permanent, internal methodology review and model verification and validation 
processes; continuing the separation of personnel involved in initial rating 
assignments and surveillance; reinforcing the independence of the Credit Policy 
function; implementing methodological modifications; enhancing our existing 
professional training program; and formalizing model error discovery procedures. 

2) Enhancing consistency across rating groups: including incorporating common 
macro-economic scenarios in rating committees; broadening cross-disciplinary 
rating committee participation; and improving surveillance coordination across 
rating groups. 

3) Reinforcing measures to avoid conflicts of interest: including codifying the 
existing prohibition against analysts providing recommendations or advice on 
structuring securities; prohibiting fee discussions by ratings managers as well as 
analysts (who were already subject to such a prohibition); changing rating 
committee composition to enhance independence and objectivity; conducting 


’ Some of these weaknesses include exertional leverage and business models that relied on secondary markets for Urjuidity 

of compl«at instruments in paiods of stress; Ac intOTCdon of asset valuation and capital; insufficient ri^ management 
practice; interlinked market participants; Mid liiruted transparency. 

For example, see, 15, 2009 Statemeit of Raymond W. McDanid before Ae United States Securities and Exchange 

Commisaon, which is available or www.moodys,coni 
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“look-back” reviews when analysts leave to join organizations with potential 
conflicts; revising our Securities Trading Policy; retaining and reviewing 
complaints about analysts made by third parties; reinforcing independence and 
objectivity through analyst compensation policies; and adopting a stricter 
prohibition on Moody’s analysts receiving gifts (to supplement our existing 
Moody’s Corporation policy on this matter). 

4) Improving the transparency of ratings and the ratings process: including 
enhancing disclosures on incremental changes to methodologies; publishing 
detailed summaries of our methodologies for rating U.S. RMBS and CDOs; 
enhancing the review of loan originators in U.S. RMBS transactions and asking 
issuers for stronger representations and warranties relating to those transactions; 
providing additional information on structured finance ratings (V Scores, 
Parameter Sensitivity analysis, loss expectation and cash flow analysis, and key 
statistics and assumptions); enhancing disclosures regarding attributes and 
limitations of credit ratings in each rating announcement; pursuing efforts to 
discourage rating shopping; beginning to publish key statistics and default 
assumptions for all new structured finance ratings and for surveillance rating 
actions in major asset classes (including information relating to underlying pool 
losses); and creating a structured finance “Quick Check” Report which seeks to 
inform the market of our latest opinions, summaries of rating activities, 
methodology changes and ratings transition summaries and other key information. 

5) Increasing resources in key areas: including strengthening the global leadership 
of the rating surveillance function; increasing the number of rating surveillance 
analysts; increasing the Credit Policy group’s staff; conducting a comprehensive 
review of our staffing model; and continuing to build out om Compliance 
function. 

While we believe that we have made good progress with respect to augmenting the 
analytical fi'amework and credibility of our ratings, we are committed to continuing to 
strive to enhance our policies and procedures even further. 


IV. ERIC KOLCHINSKY 

Finally, let me briefly turn to the allegations raised by Mr. Kolchinsky. In his 
August 28 memorandum, Mr. Kolchinsky restated his views that certain rating decisions 
were improper because Moody’s should have applied a new and different methodology to 
assess certain aspects of certain transactions. In short, Mr. Kolchinsky asserts that 
because Moody’s was developing and planning to implement new methodologies, the 
continued use of the old methodology was improper. 

Mr. Kolchinsky has raised an evolving series of claims of misconduct. As our 
counsel has informed the Committee, Moody’s Compliance Group had reviewed such 
allegations when they were raised and had determined them to be unsupported. In his 
most recent memorandum, Mr. Kolchinsky claimed that this determination was evidence 
that the Compliance Group was not sufficiently independent. 
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To assure that any concerns regarding the independence of the review of Mr. 
Kolchinksy’s allegations were allayed, on July 29 , 2009, Moody’s engaged the law firm 
of Kramer Levin — a firm with no prior relationship with Moody’s — ^to conduct an 
independent review of all of Mr. Kolchinsky’s allegations. 

These efforts are being led by a team of prominent and experienced lawyers, 
including the Co-Chair of the firm’s White Collar and SEC Regulatory Practice. 

Moody’s has given this team of independent outside counsel unfettered access to any 
person or document they wanted to conduct their inquiry. As far as Moody’s is aware, the 
only person to decline to cooperate with the inquiry into Mr. Kolchinsky’s claims is Mr. 
Kolchinsky, notwithstanding the cooperation requirement for all Moody’s employees as 
employees of a regulated entity as expressed in our Code of Conduct. Mr. Kolchinsky 
was placed on suspended with pay status because he refused to speak with the 
independent counsel team. It was for this reason only that Mr. Kolchinsky was 
suspended with pay. Mr. Kolchinsky was not suspended for expressing his concerns. 

Independent counsel will report their findings to the Company’s most senior 
management and also to the Company’s Board of Directors. Further, Moody’s has 
informed the SEC of Mr. Kolchinsky’s claims and independent counsel will report its 
findings to the SEC, regardless of what they may be. Last week, Moody’s offered to 
have this Committee briefed on the matter and repeats that offer. 


V. CONCLUSION 

Moody’s has always believed that critical examination of the CRA industry and 
its role in the broader market is a healthy process that can encourage best practices, 
support the integrity of our products and services, and allow our industry to adapt to thS 
evolving expectations of market participants. Many necessary actions can and have been 
taken at both the firm and industry level, and policymakers at the domestic and 
international levels have proposed a host of constructive reform measiues for our industry 
and credit markets generally. Moody’s wholeheartedly supports constructive reform 
measures and we are firmly committed to meeting the highest standards of integrity in 
our rating practices, quality in our rating methodologies and analysis, and transparency in 
our rating actions and rating performance metrics. 

I am happy to respond to any questions. 
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Chairman TOWNS. Thank you very much, Mr. Cantor. 

Let me begin by raising questions, and each Member will have 
5 minutes to do so. 

Mr. Kolchinsky, I have here a memo you wrote to Michael Kanef, 
the head of compliance at Moody’s. In the very first sentence, you 
said, “Moody’s was engaged in illegal conduct.” 

What kind of illegal activities was Moody’s engaged in? 

Mr. Kolchinsky. Sir, I believe that Moody’s violated securities 
laws by issuing ratings on Nine Grade funding in January. They 
knew that the ratings were incorrect. They had knowledge of it. 
And yet they still went forward and issued the rating. 

It is not, as Mr. Cantor states, a matter of policy. It is a matter 
of law, whether you can or not knowing that the ratings are wrong 
actually opine on a rating, and that is what I believe was the viola- 
tion of the law. 

Chairman Towns. Well, did you warn Moody’s of the problem? 

Mr. Kolchinsky. Yes, sir, I did. In the past, Moody’s came very 
close to doing something very similar, and that was September 
2007. And at the time, I was able to prevent the occurrence of that 
from happening. I had warned both the Compliance Group and the 
Credit Policy Group about these issues, and about precisely this 
type of an action leading to securities laws violation. And those 
warnings were ignored. 

Chairman Towns. Is it true that you also warned Moody’s that 
the ratings procedure used by derivatives groups were inadequate? 

Mr. Kolchinsky. Yes, sir, I did. I believe specifically this relates 
to the new methodology for rating ABS CDOs, which was used in 
the process of rating the deal in question here. I had told Mr. Can- 
tor’s group and I had told the Compliance Group that the meth- 
odology was not realistic. It had many problems. It was not based 
on real world scenarios or real world views of how the credit would 
perform. 

Chairman TOWNS. Is it true that you warned Moody’s that the 
ABS CDO methodology used by the Derivatives Group produces 
misleading ratings that will continue to destabilize the financial 
markets, as well as cause losses for investors and shareholders? 

Mr. Kolchinsky. Yes, sir. I did that. 

Chairman TOWNS. Mr. Cantor, I understand that Moody’s hired 
an outside counsel, as you indicated, from the law firm of Kramer 
Levin to investigate Mr. Kolchinsky’s allegations. I want your com- 
mitment that Moody’s will provide to this committee within 1 week 
copies of all documents that were provided to Kramer Levin regard- 
ing their investigation, along with a copy of the preliminary report 
which they issued just yesterday. 

Will you make that commitment right now? 

Mr. Cantor. Mr. Chairman, I will pass along your request to the 
appropriate people at Moody’s and I am confident that they will be 
able to comply. 

Chairman TOWNS. I don’t quite understand you. In other words, 
aren’t you appropriate? You are testifying here and you are under 
oath? 

Mr. Cantor. Yes. I am the chief credit officer. I am responsible 
for the methodologies that we produce and use in the ratings proc- 



33 


ess. And I will communicate your request to the appropriate people 
at Moody’s and I am confident they will comply. 

Chairman Towns. Well, who are the appropriate people? 

Mr. Cantor. I would expect the general counsel at Moody’s. 

Chairman TOWNS. I am sorry? 

Mr. Cantor. The general counsel at Moody’s. 

Chairman Towns. Right. OK. Thank you. 

Mr. McCleskey, I have a letter you wrote to the SEC in March 
2009. In it, you warned the SEC about Moody’s municipal securi- 
ties ratings. Are these ratings just out of date and inaccurate? Is 
it true that Moody’s did not warn investors these ratings were out 
of date? Mr. McCleskey. 

Mr. McCleskey. Yes, sir. And the intention of that letter was to 
alert the SEC so they could look into a situation that I was aware 
of in which there are tens of thousands of municipal securities out 
there that just due to the sheer number they are not getting the 
same level of scrutiny, surveillance on the ratings that you would 
expect from a normal bond or structured instrument. 

There were concerns. I had expressed concerns about this be- 
cause my feeling is that there will be municipal bonds out there 
that haven’t been looked at that may have out of date bond ratings 
that the public may not be aware that these are out of date. 

It is one thing for the bond to be the city of New York or Califor- 
nia, where everybody knows the economic state, but these include 
very small school districts or very small municipalities where it 
may not be as available to the public. 

Now, I am not an economist, but the SEC has economists. And 
that is the reason why I raised this issue and I urged them to in- 
clude a review of this in their next routine examination. And I do 
believe that is important. It has been, as I said, a year since I was 
at Moody’s, maybe things have gotten better. I hope they have. But 
at the time that I wrote this letter, I felt that it was something 
that the SEC needed to be aware of 

Chairman TOWNS. Thank you very much. My time has expired. 

I yield 5 minutes to the gentleman from California, Congressman 
Issa. 

Mr. Issa. Thank you, Mr. Chairman. 

And I would like to followup on the chairman’s statement, Mr. 
Cantor, a question. To your knowledge since you supplied a great 
deal of the information that went to the independent investigation, 
is most of it information which you would consider not to be attor- 
ney-client privilege? 

Mr. Cantor. I am not 

Mr. Issa. In other words, the information you provided was of a 
statistical and numeric nature. It was emails pertinent to today’s 
discovery. In other words, it was information that should not be 
withheld based on a claim of attorney-client privilege. Would you 
agree? 

Mr. Cantor. I have no expertise in this area. 

Mr. Issa. Well, then I will break it down a little bit so the chair- 
man and I are consistent on this part. Was most of this information 
internal emails and correspondence related to today’s hearing that 
would either affirm or deny Mr. Kolchinsky’s claims? 
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Mr. Cantor. I am sorry. I am not sure I understand the nature 
of the question. 

Mr. IssA. It is real simple. Today, you weren’t able to answer and 
you are referring to general counsel. My concern is you go back to 
general counsel and they claim a broad attorney-client privilege, 
and then we play that 20 questions game in a subsequent hearing, 
where I guess we bring your general counsel in. 

I want to understand today what it takes to investigate a claim 
by a whistleblower. We are presuming, but I want an affirmation 
at least to your knowledge, it doesn’t appear to be specific attor- 
neys, you did not turn over, as far as you know, lots of things by 
your attorneys to this independent group, which we would pre- 
sume, if they are independent, they are not going to claim attorney- 
client privilege just because you paid them. 

Mr. Cantor. The firm that conducted the investigation had un- 
fettered access to all of our documentation. 

Mr. IsSA. I am only asking if they had independence. 

Mr. Cantor. There was not specific materials that were turned 
over. 

Mr. IsSA. OK. So if I understand correctly today, the chairman 
and I are going to close the hearing based on the hope that Moody’s 
will turn over what the chairman has asked for, and if they don’t, 
then we have to go back through the process of your claim that 
they are independent, just as Moody’s is independent when they 
issue credit ratings, and yet you paid them and therefore have an 
ability to claim attorney-client privilege and may. 

Mr. Cantor. I expect there will be a full compliance with the re- 
quest. 

Mr. IssA. Good. That is what we expect. 

Mr. Cantor. I am only pointing out that I am not an expert in 
this area, and you are speaking to someone who 

Mr. IssA. OK. The chairman and I will be patient on that issue, 
but I wanted to clarify it because I am deeply concerned that the 
word “independent” and “outside” generally means they were done 
for our benefit and the people’s benefit, not just for the person pay- 
ing them, which gets us back to Moody’s. 

Do you believe that this very narrow, I guess three, now four 
groups that are allowed to do what you do is reasonable or sustain- 
able? In other words, is there any reason to have an ogopoly or oli- 
gopoly, to use a now-Russian word it seems, or could we have doz- 
ens of organizations allowed to try to do what you do, and then if 
you do it better, you would rise. And if you didn’t, somebody else 
who was more accurate would rise. 

Is that a better way for this committee to look at the future? Or 
should we continue with this narrow group that we trust, even 
though they failed us? 

Mr. Cantor. Moody’s favors a vigorous competition in the credit 
rating industry. There are currently perhaps 100 credit rating 
agencies around the world. I don’t know how many there are in the 
United States 

Mr. IssA. Well, let’s just say that the big three have 90 percent, 
and in electronics, the last 10 percent isn’t enough for anyone to 
matter. So if three of you have 90 percent, you have a three-way 
monopoly. 
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Mr. Cantor. Well, there 

Mr. ISSA. Let me followup with another question. 

This committee has promoted, I think vigorously, transparent re- 
porting systems. XBRL is one of them. Obviously, well along the 
way in a nonprofit. Would you believe that this committee should, 
in fact, make that a public policy so that broadly this information 
that is not available to the individual consumer or individual inves- 
tors could become available? 

Mr. Cantor. Moody’s strongly supports enhanced disclosures in 
securities markets, including the type that you have 

Mr. IsSA. OK. For my whistleblowers, and thank you for being 
here today. I know it is tough and I know there are always the 
other side whenever someone comes forward. But let me ask you 
a question. Currently, Congress is considering giving more author- 
ity to the SEC to do what they didn’t do when you reported to the 
SEC. Does that seem like it makes sense to you? If they didn’t act 
when you reported, should we rely more heavily on government? Or 
should we have, as I am suggesting, XBRL and other ways for peo- 
ple to second-guess reporting? Either one of you. 

Mr. McCleskey. Sir, if I could go first. I think that transparency 
is generally a good idea, but I think a distinction needs to be made 
between transparency and disclosure. In my mind, disclosure is 
providing information. Transparency is providing it in a meaning- 
ful way. I would also draw a distinction in your example with re- 
spect to stocks and bonds. I agree with you that many people do 
not research the stocks and bonds before they buy them. But I 
would assert that is because they don’t wish to. 

If you are putting our information about a structured finance 
product, there may be people who wish to conduct an analysis, but 
lack the expertise, the models, the methodologies to do so. So I 
would make that distinction. 

Should the SEC have more authority? To my knowledge, they 
have not done their first routine cyclical examination of the firms 
yet. I think that the reason for that is, frankly, this is an unregu- 
lated industry for the past century. They have needed time to get 
up to speed. I would frankly have expected something to happen 
by now, but I think that with respect to the aggressiveness of the 
SEC with respect to the credit rating agencies, I would suspect that 
part of that is simply because they are getting staff up to speed. 
They are hiring staff. I wouldn’t write them off just yet. 

Chairman Towns. The gentleman’s time has expired. 

Go ahead, Mr. Kolchinsky. 

Mr. Kolchinsky. I would agree with Mr. McCleskey. I think the 
SEC has had a difficult role, especially since each agency has its 
own methodology. I am very familiar with the methodology that I 
was responsible for. It is very difficult to understand. It has a lot 
of minutiae, lots of twists and turns. 

I think what I propose as a public body along the lines of FASB, 
where these decisions would be made in a public matter, which 
would be overseen by the SEC as FASB is, but where these deci- 
sions are overseen in a public matter, the types of data that goes 
out goes out to everybody, and decisions are made publicly with 
public consent. And I think that would be the best way of opening 
up this industry to transparency. 
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Mr. ISSA. Thank you, Mr. Chairman. 

Chairman Towns. Thank you very much. 

I now yield 5 minutes to the gentleman from Pennsylvania, Mr. 
Kanjorski. 

Mr. Kanjorski. Thank you very much, Mr. Chairman. 

Mr. Cantor, in your testimony, you sort of asserted with great 
pride that the information is made available to the general public 
free of charge. And there is nothing incorrect about that statement, 
but do you mean to indicate that nobody pays for this information? 

Mr. Cantor. The information about our rating? 

Mr. Kanjorski. Yes. 

Mr. Cantor. That is correct that the distribution of ratings to in- 
vestors is free of charge. 

Mr. Kanjorski. Yes, but are you going to tell us who pays for 
it, or are you going to just indicate that it is free of charge? 

Mr. Cantor. Oh, who pays for the effort that 

Mr. Kanjorski. You are an eleemosynary corporation, I assume? 
You don’t charge? You do this for free? 

Mr. Cantor. No. We are paid by issuers of securities in the cap- 
ital markets for the ratings we assign. 

Mr. Kanjorski. Ah, that is surprising. 

Now, I am just going to pose a question to you and I hope you 
can give me a reasonable response. If we went to our colleagues in 
the House and the Senate and told them that we have discerned 
a new way to reduce the budget of the United States by significant 
proportions, and that is we could remove all the expenses for the 
judiciary branch of government because we have come up with a 
new formula that all lawyers who represent winning litigants have 
agreed to pay the judges’ salaries. 

Would you sort of conclude that is a good, fair, and proper way 
to carry on the judicial system of the United States? 

Mr. Cantor. I must admit the hypothetical is a little confusing 
to me, but I imagine you are proposing something that you feel is 
a very bad idea. I must admit I got a bit lost. 

Mr. Kanjorski. I am proposing what occurs in the rating agen- 
cies. You get paid by the issuers, don’t you? 

Mr. Cantor. We do. 

Mr. Kanjorski. Well, you didn’t want to indicate that. You were 
bragging about that the public gets it free of charge. That can or 
cannot be true. If it is an incorrect or prejudicial rating, it is not 
free of charge. The price we would pay for that was exactly what 
happened a year ago. The markets would have bad securities. Some 
people call them toxic securities, and it could in fact cause a crash 
to occur, which in fact happened. 

And I am not saying that we can trace it directly to the rating 
agency, but that is a possibility. That wouldn’t make it free of 
charge. That would make it extremely expensive. 

Do you agree? 

Mr. Cantor. Moody’s has been operating under the issuer-pay 
model that we were just talking about for 40 years. And we have 
a long track record under this business model that we stand behind 
and it is the basis of our performing. 

Mr. Kanjorski. One of your colleagues in testifying said they 
wanted to operate like the accounting businesses, that they don’t 
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have any problem. Maybe you are of a short memory. Do you recall 
Enron? 

Mr. Kolchinsky. Yes, sir. 

Mr. Kanjorski. What was the problem that we found in Enron? 

Mr. Kolchinsky. Sir, I believe it was fraud. 

Mr. Kanjorski. No. We found that Enron was being paid exorbi- 
tant fees for consulting services and those fees had a tendency to 
affect their professional opinions as accountants, this exact conflict 
of interest that exists in this rating agency problem today. 

Now, I appreciate if you are whistleblowers that you came 
through, but I listened to both of your testimony, and I didn’t hear 
anything terribly shocking. If this is the best testimony that we 
have, I am surprised that Moody’s went out and hired the lawyer 
that they did to attack you. 

You haven’t given a course of conduct in my opinion of fraud. 
You haven’t given a course of conduct of real gross neglect or neg- 
ligence. You have said there are some instances like the supervisor 
was not allowed in the room to meet when the SEC came by. Eh? 
Maybe good, maybe bad. We should rap their knuckles, but there 
is nothing criminal about that, or really extreme about that. 

And in your instance, what do you find after all these years of 
issuing these opinions, you said they did things that violated the 
law. What did they do? 

Mr. Kolchinsky. Sir, I believe they violated rule 10b(5) of 
the 

Chairman Towns. Speak into the mic. 

Mr. Kolchinsky. My apologies. I believe they violated rule 
10b(5). 

Mr. Kanjorski. And what is rule 10b(5)? 

Mr. Kolchinsky. The rule 10b(5) is fraud, securities fraud in se- 
curities markets. 

Mr. Kanjorski. And how did they do that? 

Mr. Kolchinsky. Sir, if I might, I can quote from a memo that 
was produced on behalf of Moody’s by another prominent New York 
law firm, written to the SEC, and they state, “A rating agency 
would be liable,” this is with respect to 10b(5), “if it knowingly pub- 
lished a report that falsely misrepresented its own evaluation of se- 
curities.” And that is exactly what they did. 

Mr. Kanjorski. And how did they do that? 

Mr. Kolchinsky. Sir, they knew that the underlying ratings, 
this was essentially CLO squared. In December, they had just de- 
cided to change the methodology on the underlying CLOs. And they 
knew, in fact, that all those ratings were now wrong. In fact, they 
ran internal tests that showed that rated securities that were rated 
below AAA would be moved three to six notches. 

That knowledge should have been, must have been incorporated 
in any new rating. Once that was decided, once the step was taken, 
it should have been decided, if you are going to base your other rat- 
ings on those ratings. 

Mr. Kanjorski. OK. Now, was that directly reported to the ap- 
propriate officials at the SEC? Or how was that handled on your 
part? 

Mr. Kolchinsky. How was my complaint handled? 
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Mr. Kanjorski. What did you do? You found out that they were 
using false information that they knew was false, so knowingly 
they did this. 

Mr. Kolchinsky. Yes, sir. I was not a part of this. I reported it 
to the Compliance Group as I was supposed to. Once I was 

Mr. Kanjorski. What do you mean, you were not part of this? 

Mr. Kolchinsky. I was not in the rating agency. 

Mr. Kanjorski. Well, how did you find this information? 

Mr. Kolchinsky. From speaking to colleagues and off of 

Mr. Kanjorski. So this is hearsay? 

Mr. Kolchinsky. Yes, sir, hut it is backed by documented evi- 
dence which is available. 

Mr. Kanjorski. Did those colleagues that told you this then re- 
port that to appropriate officials, either in the Justice Department 
or the SEC? 

Mr. Kolchinsky. I don’t know, sir. 

Mr. Kanjorski. Didn’t you figure out it may be important to de- 
termine that? 

Mr. Kolchinsky. Sir, I am just a single person. I was trying to 
do the right thing. As soon as I knew anything, I reported to my 
Compliance Group. After my suspension, I reported it, tried to re- 
port to SEC, and I also spoke to the committee here. But I believe 
I tried to make sure that these matters were brought up to the at- 
tention of the appropriate parties. 

Mr. Kanjorski. If I could just ask one question of all three pan- 
elists? 

Chairman TOWNS. I ask unanimous consent to give the gen- 
tleman another additional minute. 

Mr. Kanjorski. You have heard the example of how rating agen- 
cies are paid by the issuer, which poses potentially great conflicts 
of interest. Do the three of you have opinions whether we should 
examine this and change this practice? Or do you think it is work- 
ing perfectly well and has no effect on what the rating agencies are 
doing in the marketplace? 

Mr. Kolchinsky. Sir, I think the conflict of interest at the rating 
agencies is much more pedestrian. It is more a short-term profits 
versus long-term credit quality. There is nothing special issue pays 
or investor pays. It is a short-term profit-focused conflict of inter- 
est. 

In many cases, in my world, in ABS CDOs, one of the reasons 
you are seeing all the banks like Merrill Lynch, UBS, and 
Citigroup have problems is because they retained the vast bulk of 
the debt that they issued, so it was effectively an investor-paid 
model. They couldn’t get outside investors to buy the stuff so they 
retained the deals on the balance sheet. 

So it is very difficult to actually implement a good investor-pay 
model that would not have the same conflict of interest if the inves- 
tor has the same incentives as the banker does. 

In the case of ABS CDOs, in many cases, the investor and the 
banker were the same party and they just brought it on the bal- 
ance sheet because they wanted to show revenue. 

So theoretically, I agree with you. 

Mr. Kanjorski. Do I understand your testimony to say it doesn’t 
make a difference who pays? It has no effect on the end result? 
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Mr. Kolchinsky. No, of course it does. Of course it does. My tes- 
timony is that in practical terms, it is very difficult to find the ideal 
investor. Not every investor is a Warren Buffett. 

Mr. Kanjorski. Whoa, whoa, whoa. I didn’t ask you the question 
about whether investors should pay. That is our big problem, who 
should pay or who can pay, and why we got to this peculiar system 
that we have. That is what we are examining into. 

Mr. Kolchinsky. Yes, sir. 

Mr. Kanjorski. I don’t want you to conclude we think that is the 
better system. 

I want to ask you, do you see the gross potential conflict of inter- 
est when the person issuing the security pays the person who rates 
that security? 

Mr. Kolchinsky. Yes, sir. 

Mr. Kanjorski. OK. 

Mr. McCleskey. Sir, I think I would agree with Mr. Kolchinsky. 
I do see the gross conflict. The problem then becomes what do you 
replace it with? And I don’t have an opinion. I am not smart 
enough to know the answer to that question. 

Mr. Kanjorski. Neither are we. That is why we are working on 
it. 

Mr. McCleskey. If I could, I think I should also respond to your 
other point about whether it is important that I was or was not in 
a particular meeting. The compliance officer position is embedded 
into law with respect to credit rating agencies, as it is in many 
other sectors of the financial industry, and for good reason. These 
are the people that are supposed to be independent and supposed 
to keep their eyes open for any potential violations. If that position 
is not properly resourced, does not have enough authority, then 
that puts the firm, that puts the industry at risk. 

And so this is not just what you would have in normal office poli- 
tics. This was something that, in my view, weakened the oversight 
of the credit rating agencies. 

Mr. Kanjorski. All right. 

Mr. Cantor. 

Mr. Cantor. We believe that any rating agency system in which 
a party that obtains the rating and is interested in the outcome of 
the ratings process is also paying for the rating. Whether it be an 
investor-pays model, a government-pays model, or an issue-pay 
model, it presents a potential conflict of interest which must be 
carefully managed. 

There are a variety of rating agencies using different models 
today and we carefully manage our potential conflicts of interest to 
the highest possible standards. We have been engaged in this par- 
ticular business model for 40 years and produced a strong track 
record. 

We actually have historical experience of operating under an in- 
vestor-pay model for the previous 60 years, which we can reflect 
back upon and compare our performance and we have to how we 
performed under that business model compared to the model we 
adopted around 1970. And the historical data indicates that our 
performance has been stronger since that time, both in terms of the 
way we have been able to rank order the probability of loss across 
different credits, and in terms of the losses that would have been 
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experienced by investors who bought all the securities that we 
rated investment-grade in the two different periods. 

Chairman Towns. The gentleman’s time has expired. 

Mr. Kanjorski. Thank you, Mr. Chairman. 

Chairman TOWNS. I now yield to the gentleman from North 
Carolina, Mr. McHenry. 

Mr. McHenry. Thank you, Mr. Chairman. 

Thank you all for testifying today. This is certainly important in 
light of the financial crisis we have faced over the last year. I am 
on the Financial Services Committee with my colleague, Mr. Kan- 
jorski. We have gone into the, you know, causes of this crisis and 
I think there is a wide agreement that the credit rating agencies 
were complicit in this crisis for a number of reasons, some of which 
were errors and omissions; others outright fraud by those that are 
disclosing information to the NRSROs. 

So Mr. Kolchinsky, you believe that corruption played a major 
role in this crisis. Is that true? 

Mr. Kolchinsky. Sir, I wouldn’t call it corruption. I would just 
say very poor incentives were the major part of 

Mr. McHenry. OK. Do you believe that a weak analysis of these 
new complex financial products was a part of it as well? 

Mr. Kolchinsky. I think so, as well. More could have been done 
and should have been done in 20/20 hindsight that could have ana- 
lyzed these products. The main part of it is a lot of people just 
should have said no to some of these products. And that is 20/20 
hindsight, but I think that is the major part, to have just said, we 
can’t analyze this with any degree of confidence and we should just 
walk away from it. But that was just not possible. 

Mr. McHenry. I think there is probably agreement on the panel 
that reforms need to be instituted. I mean, I think that is fair. 
Even Mr. Cantor gives a small nod. 

But of particular interest to me as a policymaker on the Finan- 
cial Services Committee is whether or not giving the SEC the au- 
thority to outline the minimum information that issuers should 
provide the NRSROs. Is that a worthy policy that we should put 
forward, empowering the SEC to specify what information needs to 
be given to credit rating agencies? Mr. Kolchinsky. 

Mr. Kolchinsky. Yes, sir. I think it is important for anybody to 
set, it could be a private-public, self-regulating organization, to set 
minimum standards that are applicable across the board for data 
that can be provided. And there should be some government body 
that passes judgment on that, whether that is sufficient. 

Mr. McHenry. OK. 

Mr. McCleskey. 

We will finish with you, Mr. Cantor. I am asking Mr. McCleskey 
first, then we can finish with you, Mr. Cantor. 

Mr. McCleskey. Yes, sir. I would first have to say that this is 
more within the remit of my colleagues. But I would say this from 
my own experience with regulations here and in Europe that I am 
generally in favor of this, but you have to be careful that if you set 
minimum standards, there is sometimes a tendency that people 
will only do the minimum. 

And I am also familiar enough with the complexity of the market 
that there will be different types of information that will be appro- 
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priate for different types of securities. And as the universe of rated 
securities expands, that will he difficult. 

So there will challenges. But having said that, I am in favor of 
it. 

Mr. McHenry. Mr. Cantor. 

Mr. Cantor. I would be opposed of the idea to create minimum 
standards for disclosure to rating agencies. I think minimum 
standards for disclosure should be to the general public. I don’t 
think we want to privilege rating agencies with special access to in- 
formation based on government decisionmaking; that there is a 
wealth of analysis that is done on fixed-income securities by rating 
agencies, by investors at large, asset management companies, and 
in the financial press and by academics, and I think it would be 
a very bad idea to have specific rules for what should be shared 
with credit rating agencies. 

Mr. McHenry. I think what I am saying is, what is the, you 
know, what is ratable, what information should the issuer provide 
to rating agencies in order to provide a rate. I think you are an- 
swering a different question because 

Mr. Cantor. Well, I am sorry. Maybe I was just particularly 
struck by the notion of what should be shared with rating agencies. 
I do believe there should be minimum standards for information 
disclosure generally, including to rating agencies, and it should be 
expanded for structured finance securities from where it is today. 

Mr. McHenry. OK. It seems like you are answering a different 
question originally. Yes, I am saying basically what is holding you 
accountable, what is holding your client accountable to provide ac- 
curate, full, and complete disclosure? Because otherwise, then the 
credit rating agencies are simply incompetent and didn’t see a fi- 
nancial crisis coming, if you are saying, you know, you got complete 
information. Is that fair? 

Mr. Cantor. You are correct. The standards for what is required 
for an issuer to disclose publicly is very different in structured fi- 
nance than it is in corporate securities. 

Mr. McHenry. Obviously. 

Mr. Cantor. And the potential liability of the issuer of such se- 
curities for false disclosures is different, and the completeness of 
those disclosures. The requirements regarding completeness is very 
different. 

Mr. McHenry. So then you are in favor of the SEC providing 
those minimums by which the issuer should provide the NRSROs? 

Mr. Cantor. The NRSROs and the general investing public. 

Mr. McHenry. Thank you. 

Chairman Towns. Thank you very much. 

I now yield 5 minutes to the gentleman from Ohio, Congressman 
Kucinich. 

Mr. Kucinich. Thank you, Mr. Chairman. I want to thank you 
for holding the hearing. 

Through the housing crisis and larger financial crisis, the credit 
rating agencies seemed to have otherwise escaped any real scru- 
tiny. I have been troubled by the increasing popularity of instru- 
ments called “re-remics.” What this stands for is resecuritization of 
real estate mortgage investment conduits, and the shorthand is 
called “re-remics.” And it basically amounts to repackaging original 
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investment instruments that no investor will touch into more com- 
plex investment vehicles. 

Mr. Kolchinsky, are you familiar with these re-remics? 

Mr. Kolchinsky. Yes, sir, I am. 

Mr. Kucinich. Mr. Cantor. 

Mr. Cantor. Yes. 

Mr. Kucinich. I wrote a letter, Mr. Chairman, to the chairman 
of the SEC, Mary Schapiro, and I have spoken to her about this 
issue. And here is what I have learned. The total resecuritization 
market right now is approximately $664 billion. Of that total, only 
$60 million is considered registered transactions. That means that 
the SEC has looked at only $60 million. The vast majority of the 
transactions are exempt from registration with the SEC. 

But, Mr. Chairman, do you know who does look at these 
resecuritized ties to real estate mortgage investment conduits, the 
re-remics? Credit rating agencies. 

So here we have a group of companies who played a substantial 
role in bringing our economy to the brink of collapse and we have 
to ask if they are doing it again. Financial institution takes some 
toxic assets that no one wants, crams them together into a more 
complex instrument, and presto, according to rating agencies, you 
can have an investment-grade product. The practice of 
securitization gained popularity as a way to provide liquidity to the 
mortgage market and hedge against risk. 

Apparently, the financial services industry has learned nothing 
from our housing crisis because the rationale behind 
resecuritization is to provide liquidity to the mortgage market and 
hedge against risk, and the credit rating agencies, paid by the 
issuers, are all too happy to oblige. 

Now, Mr. Kolchinsky, seeing as that the re-remics are more com- 
plex, more opaque than the collateralized debt obligations, the 
CDOs that came before them, what is to stop these resecuritization 
of real estate mortgage investment conduits from bringing the en- 
tire system to the brink once again? What does the SEC have to 
do to protect against a new disaster in the securities market? Do 
you agree? 

Mr. Kolchinsky. I agree that these re-remics or “repacks” as 
they are called are potentially dangerous. Some have a purpose. 
That purpose may be a gaming of capital requirements, accounting 
requirements or what have you. 

Mr. Kucinich. Gaming? 

Mr. Kolchinsky. Yes, sir. Recently, I actually saw a repack that 
was proposed that had absolutely, to my view, no discernible eco- 
nomic value. Substantial costs would be incurred, but to my knowl- 
edge there would be no value added. So to me, that is a sign that 
somebody is playing a game with some regulation somewhere. 

Mr. Kucinich. So you would agree, there is a danger here? 

Mr. Kolchinsky. Yes, sir. Yes, sir. 

Mr. Kucinich. And then what about the role of credit rating 
agencies? If someone tries to get assessed what the value of a 
resecuritized real estate mortgage investment conduit is, they go to 
a rating agency. Right? 

Mr. Kolchinsky. That is correct. 
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Mr. Kucinich. And is it in the interest of the rating agency to 
try to find a way to give a rating so that they can get these things 
out in the market? 

Mr. Kolchinsky. That is correct. 

Mr. Kucinich. And Mr. Kolchinsky, that is even if you have just 
a bundle of toxic assets where the value of it might be washed 
away, essentially. 

Mr. Kolchinsky. Yes, yes. These can be very problematic. Some 
re-remics that were done last year went from AAA to C or CA. 

Mr. Kucinich. And Mr. Kolchinsky and Mr. Chairman, in light 
of that, and we may want to do another hearing on this point. 
Standard & Poor’s has already downgraded these re-remics that 
they rated less than 5 months ago, due “to the significant deterio- 
ration in the performance of the loans backing the underlying cer- 
tificate.” 

So the bottom line, Mr. Chairman, these are homes, and these 
are families, and communities, our constituents. You have to watch 
these credit ratings agencies. They could be setting us up for the 
same thing all over again, and I am glad you are holding this hear- 
ing, Mr. Chairman. I hope we can get into this deeper. 

I yield back. 

Chairman TOWNS. Thank you very much. I thank the gentleman 
from Ohio for his words. 

From the State of Missouri, Mr. Luetkemeyer. 

Mr. Luetkemeyer. Thank you, Mr. Chairman. I appreciate the 
opportunity to discuss this issue today. 

Before I get started, I would like to echo the comments and senti- 
ments of the ranking member with regards to the subpoenaed doc- 
uments, to be able to further investigate and hold accountable 
those entities that he was discussing a while ago, and I would hope 
that you would certainly respond to his request. 

With regards to the gentlemen before us, as a former bank regu- 
lator, I can assure you that when we looked at the investment port- 
folio of the financial institutions, your ratings are extremely impor- 
tant in our analysis of their financial structure and the liabilities 
that they have on the books, and assets they have on the books. 

And so for us to have this hearing today with regards to the via- 
bility of your ratings is extremely disconcerting to me from the 
standpoint of what has happened and how important they are not 
only to the banks, but other investment firms and the general pub- 
lic as a whole. 

I guess my question to Mr. Kolchinsky is initially, and Mr. 
McCleskey as well, is why do you believe that this happened? What 
is the incentive for the ratings agencies to not do their job correctly 
or to stray from the practice of doing the job they should be doing? 

Mr. Kolchinsky. Sir, in my view, it is slightly the opposite. 
There is no incentive for them not to. There is no incentive, and 
to me, that is the benchmark for the whole industry. There is no 
incentive to say no to a transaction. 

Mr. Leutkemeyer. Then why did they do it? 

Mr. Kolchinsky. For revenue. Rating agencies are large institu- 
tions with large fixed costs. And people getting a transaction in the 
door. It is very difficult to say no to that transaction, especially if 
that means you can take the revenue. You say no to it, you can 
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take it to another rating agency. There are no 11 rating agencies. 
You can take it to another one, somehody who will say yes, and 
that is a problem. 

Mr. Leutkemeyer. So what you are saying is Congressman Kan- 
jorski’s comment to the question of the agency’s being paid by the 
very people who they are rating these securities for is an inherent 
problem, and that is probably the reason for some of the problems 
we have here. That is what you are saying? 

Mr. Kolchinsky. That is right, sir. But the problem is that the 
person can also select which rating agency they go to. 

Mr. Leutkemeyer. OK. 

Mr. Kolchinsky. And they are free to go to one or another until 
they find one that will help them out. And again, these are 

Mr. Leutkemeyer. So there is really, I guess the question, it 
begs the question, how rampant do you believe the inadequacies 
are, or their willingness to look the other way, or their willingness 
to do an inadequate job in lieu of or for further profitable gain is 
there? I mean, is that the general method of operating, or are there 
some inherent, or they are normally trying to do a good job, or they 
just see a big client, we have to skew it so we can make a few 
bucks here. 

Mr. Kolchinsky. Sir, I don’t believe it is direct. I believe what 
happens is that you have a client, you have a business, and people 
talk themselves into being able to think that they can understand 
a deal, can understand the structure and are comfortable with it. 

I do not believe in most cases that any of this is a direct willing- 
ness to do something wrong. In most cases, it is getting comfortable 
with something that may be outside of the envelope and there are 
usually small little steps all the way down. It is a slippery slope. 

Mr. Leutkemeyer. OK. 

Mr. McCleskey. 

Mr. McCleskey. Sir, it would be speculation on my part to guess 
why organizations are following particular paths, but I will make 
three points. First, I would just observe that, especially earlier on 
in my time at Moody’s, I will simply say that the senior manage- 
ment of the Structured Finance Group was very proud of the 
amount of revenues they brought in, quite vocally. And that is all 
I will say on that matter. 

Also, I would say with respect to incentives, organizations don’t 
make decisions. People do. And I think we need to take a look at 
the incentives that fall on the individuals. And Mr. Cantor will 
point out, and rightly so, that ratings are arrived at by committees, 
but committees are led. Committees are made up of individuals. 
And I think that you would actually have to look not just at, for 
instance, the compensation practices, but you should also take a 
look at things like the performance evaluations. What are the cri- 
teria on which key people are being evaluated? Yes, sir. 

Mr. Leutkemeyer. OK. 

Very quickly, my time is running out and I have one more quick 
question for you. 

Because it seems to be a prevalent problem with all the rating 
agencies, is there collusion between the agencies? Have you seen 
that? Or are you aware of that? Or would you speculate on that? 
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Mr. McCleskey. I am not aware of any, and I would actually say 
that there were a lot of efforts to make sure that there wasn’t even 
the appearance of collusion. 

Mr. Leutkemeyer. OK. 

Mr. ISSA. Would the gentleman yield? 

Mr. Leutkemeyer. Yes. 

Mr. Kolchinsky. I agree with that. 

Mr. Leutkemeyer. Yes. Thank you. 

Thank you, Mr. Chairman. 

Mr. IssA. Yes, the model you have is the same model that basi- 
cally Price WaterhouseCoopers, Ernst & Young uses. You pay to get 
an audit. Why is it yours appears to have failed where audits by 
comparison, particularly after Sarbanes-Oxley, have been consid- 
ered to do better? 

Mr. Kolchinsky. Sir, I believe it is the existence of a minimum 
standard. The problem is rating agencies today are judges and ju- 
ries and executioners of their own methodologies. And it is very 
easy for them to go down a slippery slope and to change methodolo- 
gies and adjust it in order to get a client. 

If you can imagine, for example, if an accountant could go to a 
potential client and say, you Imow, your current auditor thinks 
that this is a loss, but we think it is a gain. According to our meth- 
odology, it is a gain. If you hire us, bring us in, pass money, we 
will do your books and we will make sure that is a gain. You would 
see standards fall precipitously across the industry. 

Accountants can’t really do that. And moreover, because there is 
a minimum standard, if they do deviate from that, it is a clear case 
of fraud or liability. That is one of the reasons I think you do see 
some fraud cases, but it is very clear when fraud has occurred, and 
you can take action in those cases. 

Chairman Towns. The gentleman’s time has expired. 

I now yield 5 minutes to the gentleman from Illinois, Mr. 
Quigley. 

Mr. Quigley. Thank you, Mr. Chairman. 

Mr. Cantor, you began by talking about some of the improve- 
ments you thought your firm had made in the last year. I guess 
you would specifically talk about changes in methodology, your ex- 
pertise would be methodology. Can you specify from where we were 
at a year ago how your firm has changed or methodologies that 
they no longer use that someone might have questioned at that 
time? 

Mr. Cantor. Well, I will point out two examples. 

Mr. Quigley. I am sorry. Could everybody move their micro- 
phone closer because, especially over here, it is just very hard to 
hear. 

Mr. Cantor. I will point to two examples of changes in methodol- 
ogy that reflect some of the lessons learned from the crisis. One of 
the big surprises in the crisis was that real estate markets, mort- 
gage credit quality declined extremely rapidly across the entire Na- 
tion within a very short period of time, and the ability to refinance 
a loan, which had been generally widely available, would suddenly 
disappear in nearly a blink of an eye. 

This was a change in the environment for mortgage credit that 
was beyond the range of our expectations. We consider a lot of see- 
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narios, some of them positive for the outlook for mortgage credit 
quality; many of them negative. And we have a whole distribution 
of scenarios that we are contemplating when we evaluate the risk 
of a mortgage-backed security. 

But the particular experience of the last few years was outside 
that range. We were not alone in being mistaken about this. Most 
observers of the market, I would say nearly all observers of the 
market, were completely surprised by what happened. 

But having said been so surprised in this particular instance, we 
recognize now that in all our methodologies, we must allow for a 
greater possibility that outcomes well beyond our normal range of 
expectations could be realized in a short period of time. So that is 
one area of change. 

The other area of change would be in our expectations of what 
issuers of mortgage-backed securities would be providing to us 
when we rate a mortgage-backed security. While it has been stand- 
ard always for issuers of mortgage-backed securities or their under- 
writers to provide representations and warranties that the loans 
underlying the mortgage-backed security met certain minimum cri- 
teria or were describ^ed accurately in their offering documents, the 
ability to enforce those representations and warranties was not as 
strong as it turned out was needed to make them effective. 

We are now requiring much stronger representations and war- 
ranties, so if a loan defaults underlying a mortgage-backed secu- 
rity, and it is then discovered that loan was misrepresented in 
terms of its initial credit characteristics, such as whether income 
verification had been undertaken by the originator, that loan would 
have to be bought back by the underwriter and the issuer and in- 
vestors would not lose any money as a result. 

Mr. Quigley. There were new plans. There were new creative 
ways of pooling mortgages together that were presented to the rat- 
ing agencies. And it was described as financial alchemy that some- 
how a bunch of lower-rated mortgages bundled together and then 
some sort of wand match waved over them and the package as a 
whole was given a higher rating. 

You know, are products like that given much greater scrutiny? 
Or is that process not allowed at all in your firm? 

Mr. Cantor. Products that have a subprime collateral or low- 
rated collateral are given greater scrutiny than they had in the 
past because it has been revealed that the performance of those 
loans, while we always recognized the performance of those loans 
were going to be worse than higher quality loans, we hadn’t antici- 
pated the suddenness with which we could have a radical change 
from the historical experience associated with those loans and a si- 
multaneous defaulting across all of them at once. 

Mr. Quigley. All right. I am running out of time. 

Mr. McCleskey, if there is time, as it relates to municipal bonds. 
Your concern is primarily the fact that the process isn’t reviewed 
often enough? Or are there processes similar to the ones that have 
been described last year and the succeeding year, are there still, 
are there questionable practices as well as to how municipal bonds 
are reviewed at the same time? 

Mr. McCleskey. My concern was with respect to the frequency 
of the review. 
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Mr. Quigley. You didn’t review and find anything that was simi- 
lar to the alchemy that has been talked about previously? 

Mr. McCleskey. No, sir. The municipal bonds tend to be a bit 
more straightforward than these complex products. 

Mr. Quigley. Very good. Thank you. 

Chairman TOWNS. The gentleman’s time has expired. 

Congressman Chaffetz from Utah. 

Mr. Chaffetz. Thank you, Mr. Chairman. 

And thank you all for being here. 

Mr. Chairman, let me just note at the beginning that I too would 
echo the sentiments of our ranking member and the need to dive 
deep into the Friends of Angelo and Countrywide program. I would 
hope and encourage at the very least, Mr. Chairman, is that some- 
thing that we could potentially vote on in this committee in terms 
of being with the offer, or go after those subpoenas? 

Chairman TOWNS. As indicated early on, the Justice Department, 
I understand, is seriously looking at it and we do not want to inter- 
fere with what the Justice Department is doing. But I understand 
your concern, and I respect the fact that you 

Mr. Chaffetz. Thank you, Mr. Chairman. This committee has 
done an admirable job in a bipartisan way to dive into issues of 
great importance. It is just my way of saying, as one Member on 
the minority side of the aisle here, that this would be important 
and certainly encourage that. 

Let me get right to Mr. Cantor. Over the last 24 months, as you 
look at this, did Moody’s succeed or fail over the last 24 months? 

Mr. Cantor. In the years leading up to the crisis 

Mr. Chaffetz. No, I am just looking at the last 2 years here. Do 
you think you have succeeded or failed? 

Mr. Cantor. Well, the ratings that were put in place in 2006 and 
2007 on mortgage-backed securities did not perform as we ex- 
pected. 

Mr. Chaffetz. Is that a 

Mr. Cantor. They performed worse than we expected, much 
worse. 

Mr. Chaffetz. You are a rating agency. How would you rate 
yourself? 

Mr. Cantor. We were deeply disappointed in the performance of 
those 

Mr. Chaffetz. But how would you rate yourself? I mean, what 
kind of 

Mr. Cantor. We would not give a high grade to this performance 
in this sector. We were deeply disappointed. 

Mr. Chaffetz. You said earlier in your testimony, I was listen- 
ing here, in response to one of the questions. It was about competi- 
tion, saying that you would encourage and want competition. What 
are you suggesting, then, that we do with the nationally recognized 
statistical rating organization, the kind of oligopoly that you have? 
Are you suggesting we break that up? Or are you suggesting that 
we allow more people to compete and more institutions to compete? 
When you say you are in favor of competition, what does that real- 
ly mean? 

Mr. Cantor. We welcome additional competition. If the SEC 
wishes to approve additional NRSROs, we would favor that. 
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Mr. Chaffetz. Do you think you have too much of a grip and a 
stranglehold on that process, in being able to — and this oligopoly 
that exists between the different agencies? 

Mr. Cantor. I don’t think we have any influence on that process. 
We don’t have any influence on the SEC’s process. 

Mr. Chaffetz. But, I mean, you say on the one hand you want 
more competition. On the other hand, and you say that you give 
yourself a, you know, not a very high grade. Is that compatible 
with the current model that we have with the NRSROs? 

Mr. Cantor. Right. Well, I think we had a lot of company in fail- 
ing to anticipate the depth of the mortgage crisis. So I expect when 
investors look at our ratings and think about their utility, they are 
reflecting on the long historical track record that we have, the per- 
formance of our ratings in the corporate sector, in the municipal 
sector, and other sectors during this crisis. And it is not limited to 
the performance of mortgage-backed and mortgage-related securi- 
ties. 

Mr. Chafeetz. You said that you are increasing the scrutiny that 
is going on within the marketplace. I think I heard you say that 
correctly. How many employees do you have now versus, say, 2 or 
3 years ago? Do you have more employees or less employees? 

Mr. Cantor. We have a few more employees. 

Mr. Chafeetz. Like a few more — help me with the numbers 
here. 

Mr. Cantor. I am really not that familiar with the head count 
numbers. I know we have had some expansion in our overall staff- 
ing during a period in time when the volume of activity has gone 
significantly down. So during a period of actually reduction in the 
business, we have actually added employees. 

Mr. Chaefetz. For the people that you are responsible for, give 
me a sense of how many people that is. Do you have more? 

Mr. Cantor. In my area, the size of the Credit Policy Group has 
doubled from roughly 25 to over 50. We are a key part of our initia- 
tives to improve the ratings quality, so it has been a particular 
focus. And I am regularly asked by my boss, do I have the re- 
sources I need, and if I need more, I have been able to get it in 
all cases. 

Mr. Chafeetz. Thank you. Let me keep going. My time is so 
short. 

Did you see CNBC’s House of Cards? 

Mr. Cantor. No, I did not. 

Mr. Chaffetz. You have not watched that program? 

Mr. Cantor. I did not. 

Mr. Chaffetz. I would be interested to hear your reaction if you 
have seen that. 

Let me go specifically to the two gentlemen that are to your 
right. 

Did Moody’s retaliate against Mr. Kolchinsky in September 2007 
after he raised his concerns that the company implement its 
planned downgrade policy for the subprime CDOs, the 
collateralized debt obligations? Did you or did you not retaliate 
against him? 

Mr. Cantor, [inaudible] me? 

Mr. Chaffetz. Yes. 



49 


Mr. Cantor. Mr. Kolchinsky’s allegations have been investigated 
and have been found to have no merit. 

Mr. Chaffetz. So why was he transferred and his salary cut 
after he raised these concerns? 

Mr. Cantor. I am not familiar with the personnel decisions that 
were made, and I am certainly not familiar with Mr. Kolchinsky’s 
salary. 

Mr. Chaffetz. You don’t have any first-hand knowledge of why 
he was transferred? 

Mr. Cantor. I know there was a reduction in staff in his area 
within Moody’s. It was an area that 

Mr. Chaffetz. And he just happened to be the guy that 

Mr. Cantor. This was — he was the manager in charge of rating 
the mortgage-backed, mortgage-related securities from 2005 to 
2007, I believe, and that area was the area of the poorest perform- 
ance of our ratings, and it was an area that wasn’t going to see 
hardly any activity going forward. 

Mr. Chaffetz. So is that the extent of your first-hand knowl- 
edge? And may I ask you please if there is additional first-hand 
knowledge that you have as to why he was transferred and why 
this happened, that you provide it to this committee. 

Mr. Cantor. That is the extent of my knowledge, totally. 

Mr. Chaffetz. Did Moody’s eventually adopt Mr. Kolchinsky’s 
recommended policy after his transfer? 

Mr. Cantor. I know there was a policy recommendation made 
before, I am not sure when it was. Before or after his transfer, he 
made one policy recommendation that was communicated I think 
to Compliance, maybe to others. It was carefully considered and it 
was adopted, yes. 

Mr. Chaffetz. So it was. 

Mr. Cantor. Yes. 

Mr. Chaffetz. So he did give some good advice. Interesting. OK. 

Mr. Kolchinsky, did the SEC ever respond to you when you con- 
tacted them about our allegations of misconduct at Moody’s? 

Mr. Kolchinsky. They did. They contacted me last week. 

Mr. Chaffetz. Just last week? So after this hearing was an- 
nounced, you got contacted. 

Mr. Kolchinsky. Yes. 

Mr. Chaffetz. That is amazing. I am just absolutely amazed. 

In your opinion, does the SEC’s failure to respond to your allega- 
tion shed any light on the agency’s ability to police the credit rating 
agencies, as some in the administration has advocated? 

One of the concerns, Mr. Chairman, that we have, and now my 
time is up, is that here we have an agency that is failing to police 
and dive into instances of alleged abuse, when you have whistle- 
blowers like these gentlemen here who have stepped up and done 
what is essentially the right thing, and trying to shed light, and 
yet they only respond the week before this committee actually calls 
them to testify. 

So I know my time is expired, but I thank the chairman. 

Chairman Towns. Thank you very much. The gentleman’s time 
has expired. 

I now call on Mr. Foster of Illinois. 
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Mr. Foster. Thank you, Mr. Chairman, for holding this impor- 
tant hearing. 

One of the major problems that we are wrestling with here are 
the conflicts of interest inherent in the issuer-pays business model 
for the rating agencies. And I agree with Mr. Kolchinsky that the 
best analog of this is how we handle conflicts in the oversight of 
the accounting industry. And I believe that the best model for 
going forward may be modeled on the Public Company Accounting 
Oversight Board [PCAOB]. 

An oversight board like the PCAOB would be constituted largely 
or dominantly by users of credit ratings and would have teeth. Spe- 
cifically, it would have the powers to set standards, to mandate dis- 
closures. It could conduct spot checks and investigations. It could 
impose civil fines. It could ban firms and individuals from the cred- 
it rating industry. 

I believe that the PCAOB has been necessary and sufficient to 
restore credibility to the accounting industry in the post-Enron era. 
And so my question is: What, if any, might be the downside of in- 
stituting a similar oversight board for the credit rating industry? 

I guess I will start with Mr. Kolchinsky. 

Mr. Kolchinsky. Sir, the only downside I can see from that 
would be the argument of homogeneity of the ratings. In practical 
terms, that is not much of a downside because with ratings shop- 
ping and the bankers in charge of selecting which ratings agency 
to go to, they were effectively, there were very few differences be- 
tween ratings. 

So theoretically, that would be a downside, but in practical pur- 
poses, that was already the practice. 

Mr. Foster. So your reservations are that it might not be a com- 
plete solution, but that there would be no 

Mr. Kolchinsky. It would not be a complete solution. 

Mr. Foster. Right. 

Mr. Kolchinsky. There is no perfect solution to this problem, 
but I think this is something that allows competition between rat- 
ings firms. It allows some minimum standards for the protection of 
taxpayers and investors. And it allows things to be done in a public 
transparent matter, instead of being done in backrooms or commit- 
tee rooms at the rating agencies. 

Mr. Foster. All right. So in general, you would endorse that way 
forward? 

Mr. Kolchinsky. Very strongly. Yes, sir. 

Mr. Foster. Mr. McCleskey. 

Mr. McCleskey. Sir, the model that you describe also sounds 
analogous to FINRA, which was NASD when I worked there. I 
worked there for 5 years as an investigator, and I have to say that 
I am supportive of that model for the reasons that you have al- 
ready mentioned. 

I think that you are able to draw on more experience. You are 
able to pay people more than on government scale when you have 
essentially a self-regulatory organization. 

Now, I would point out that in essence the SEC backstops 
FINRA, that there are some shared jurisdiction. And I think that 
is a good model as well. The SEC also provides oversight of the 
self-regulatory organizations, and I think that should be a legiti- 
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mate role of such an organization. So I would agree it is not a com- 
plete solution, but I would say that it would be helpful. 

What is the downside? I would say, you know, it has to be fund- 
ed, but you know, some things, you know, my view, having been 
in this business for quite some time, is sometimes regulation does 
cost money. It is a cost of doing business. 

Mr. Foster. Pure industry self-regulation did not stop the Enron 
scandals and so on. And that would be the advantage of making 
it somewhat less than pure industry self-regulation. 

Mr. Cantor. 

Mr. Cantor. In the list of powers that you would ascribe to this 
new entity, it seemed to me that most of those powers already re- 
side with the SEC, and I would leave it for others to decide where 
those, you know, what type of organization is best able to imple- 
ment those powers. But I would support and continue to support 
the type of powers that you describe, with the exception of a pro- 
posal I thought I heard you say to establish essentially standards 
for methodologies, which would basically introduce a government 
agency or a government-type agency into the opinion-setting proc- 
ess and effectively stifle diversity of opinion and would lead to es- 
sentially, eventually lead to government-based ratings, not pri- 
vately determined opinions. 

Mr. Eoster. I understand. That is an issue that I am personally 
conflicted on. You know, there is the usual debate about discourag- 
ing innovation versus setting standards. And I think there is cer- 
tainly merit that at least part of what gets reported is based on 
standards that can be compared side by side for all rating agencies. 

Anyway, thank you and I yield back. 

Chairman Towns. Thank you very much. 

I now yield 5 minutes to the gentleman from Indiana, Mr. 
Souder. 

Mr. Souder. I thank the chairman, and I want to join with the 
other Republicans. I know you are fair. You try to work these 
things out, to have a Eriends of Angelo hearing. I understand the 
Justice Department is looking at it. They look at a lot of things 
that we do, but it appears if we don’t do a hearing on that very 
public subject that we are afraid to touch it because it might have 
involved Members of Congress. And I would encourage the chair- 
man to continue to look at and I would appreciate if he would do 
so. 

Chairman TOWNS. I appreciate the gentleman’s concern. 

Mr. Souder. I have a couple of general comments I want to 
make, and then a couple of very direct questions that I fear I am 
not going to be able to get an answer to. 

One is that I don’t view this as a failure of capitalism. Part of 
the problem here is, as Mr. Issa said, is when you have three com- 
panies that have 90 percent of the market, how does an oligopoly 
work versus a true competition? And that is really what we are 
kind of probing in these hearings, because the function of this com- 
mittee is to look at the past. We are an oversight committee. Other 
legislative committees look at the future. 

So Mr. Cantor, when you say we have made changes, that isn’t 
really enough right now. We have to dig in and find out what hap- 
pened to see whether those changes are adequate. We had this dis- 
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cussion with Mark McGwire who didn’t want to be here to walk 
about the past, but we had to understand steroids before we could 
talk about what we were going to do in the future. 

And that the whole fundamental premise of capitalism requires 
accurate information. We believe capitalism can regulate itself if in 
fact ratings are accurate, information is there, and can do that. But 
in the failure to do that, which clearly there were whoppers of er- 
rors here, we had five billionaires on the panel here. 

When I asked Mr. Paulson, who made the most that year, $3.7 
billion, how did you make the money, how did you make that 
much, because it seemed to me a lot of the evidence of the housing 
bubble was there, he said, “I bet against all the people who were 
going the other direction.” 

That is how they made $1 billion that year because they could 
figure out that the market was about to collapse, and why couldn’t 
the rating agencies figure that out, which are more for the average 
person is likely to buy based on the rating agencies. And that sug- 
gests that very sophisticated analysts could get different informa- 
tion or had either access to information or understood information 
differently than the basic bond rating agencies. 

Now, Mr. Issa raised another fundamental question, and Mr. 
Cantor, you gave two things that have been frustrating to this com- 
mittee. One is we never seem to have the right person there to an- 
swer the questions. And the second part is that in the legal ques- 
tion, it was said by Mr. McCleskey, I think, in his testimony, says 
there may be civil lawsuits here. And part of the problem in getting 
all the information is that if you have pending lawsuits, just like 
in the case of Friends of Angelo, the No. 1 thing that people in my 
District want to know, is if there was corruption or if there was col- 
lusion or withholding information, did people go to jail? That is the 
No. 1 thing. They don’t want our committee to trample on that. 

But the chairman may have to call some people in to let the 
American people see that there is a refusal to answer the questions 
because, in fact, there is an investigation, because my fundamental 
question is, in Mr. McCleskey’s charge, for example, that it was 15 
to 20 years that some of these agencies hadn’t been reviewed for 
public securities of cities and towns and so on. Is that true? And 
have you submitted emails to suggest that you had a debate about 
that? 

Mr. Cantor. You want to know what are, describe our surveil- 
lance practices for U.S., local and regional governments? 

Mr. SouDER. In other words, have you submitted evidence to this 
committee that suggests that he was factually incorrect? 

Mr. Cantor. I haven’t seen the particulars of what Mr. 
McCleskey has been asserting, so I don’t know whether it is correct 
or not correct. 

Mr. SouDER. Mr. McCleskey, you made the allegation here today 
in your testimony. Have you ever seen any evidence that suggests 
you were incorrect in your allegation that they hadn’t reviewed 
these securities in many years? 

Mr. McCleskey. No, sir. I think that by the time I left, there 
were some discussions about how to improve it, but that as I recall 
there were still a lot of problems out there. And the simple fact of 
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the matter is that you have tens of thousands of these things out 
there. 

In my view, the only way that these can be reviewed at all is 
through algorithms that will pop up alerts, the same way that we 
do in a lot of other compliance and regulatory matters. 

Mr. SouDER. Let me ask you a broader question here, because 
both of you have made allegations. You were whistleblowers. You 
have a track record of that. The company is responding that you 
were inaccurate; that for one reason or another your department 
wasn’t performing well. That is why you were terminated. It wasn’t 
anything to do with being whistleblowers. 

Well, the only way to check that is because they claim that there 
was internal debate, and you claim there wasn’t internal debate. 
One of the only ways this committee can verify whether there was 
an internal debate is to get documents from the company that 
prove that there was an internal debate. And to my knowledge, we 
don’t have those documents. 

And the question is, is the reason we don’t have those documents 
is because this is about a lawsuit that if, in fact, we found that 
there were no such documents, that the company would be vulner- 
able to lawsuits because it would show that there wasn’t any inter- 
nal debate. 

Do you believe such documents exist anywhere in the system? Or 
have any knowledge that once it matches up, that they had a de- 
bate and your argument was rejected, as opposed to the fact there 
wasn’t a debate, and that is why you were filing your complaints? 

Mr. McCleskey. Well, I think, as I said before, the problem is: 
Was anything documented? So there may be, whether there is a de- 
bate or not, the question of whether people could provide you docu- 
ments may be a different issue, whether documents were actually 
created. 

Mr. SouDER. Mr. Chairman, this is a very critical point because 
if they can, because the basic establishment question here is that 
the whistleblowers’ charges were just their opinion, and that in fact 
there was a robust debate and their opinion was rejected, and they 
just made a bad decision about what was happening in the market. 

Whereas the counter-argument that would say the government 
does it is basically saying that there was corruption involved. And 
if there is a civil lawsuit threat here, we may not get those docu- 
ments. But if there is proof that they actually had an internal de- 
bate and they just made a bad decision, that would affect what we 
would propose legislatively. 

I yield back. 

Chairman Towns. Good point, and that is why we would ask Mr. 
Cantor to make certain that we get the documents. I mean, I think 
this is so important. There was a meltdown and we are really try- 
ing to get to the bottom of it, and we need your help in the process. 

When we look at the fact that Lehman Brothers was rated AAA. 
AIG was AAA. And then all of a sudden, look what happened? So 
it is important that, you know, we know. And I am hoping that you 
will cooperate, you know, or maybe you feel there is no problem. 

Do you feel there is a problem? 

Mr. Cantor. Problem with what? 
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Chairman TOWNS. You don’t think there is a meltdown? I mean, 
you have heard of that, haven’t you? 

Mr. Cantor. The financial crisis has heen severe. 

Chairman Towns. Yes. And you don’t see that you had a role in 
it in terms of the rating agencies? 

Mr. Cantor. During the buildup to this financial crisis, there 
was a whole chain of events and participants in the market of 
which we were one that made poor decisions and did not perform 
as expected. I think we were not alone, and I don’t think we were 
the biggest and most important player in this, but we did misjudge 
the extent of the coming meltdown in mortgage-related securities. 

Chairman TOWNS. So that is the reason why we need the docu- 
ments. 

Congresswoman Speier from California. 

Ms. Speier. Thank you, Mr. Chairman. 

Mr. Cantor, I have probably sat in on 200 or 300 hours of hear- 
ings in the last year on the financial services industry, and I come 
to one simple conclusion. The financial service industry has basi- 
cally created this structure so that heads they win, and tails the 
American people lose. 

And it all comes down to something so very basic. Let’s start 
with Lehman’s. You rated them as AAA. $2 billion was lost in Leh- 
man’s AAA securities by cities and counties throughout this coun- 
try, money that they were setting aside because they were about 
to do constructions on schools and firehouses and the like. And it 
was just up in air. Poof 

The American people really want to have some level of account- 
ability. And I want to ask you if you took action or Moody’s took 
action against anyone who had rated Lehman’s as AAA. Was there 
any disciplinary action taken against anyone? 

Mr. Cantor. Lehman was rated A and was rated through a rat- 
ing committee process. There were no actions taken against anyone 
involved in that process, that everything that was done was accord- 
ing to our codes of conduct, and there was no basis for doing 

Ms. Speier. If nothing was done to anyone who rated Lehman’s 
as an A when it was bankrupt, then something is wrong with your 
methodology. 

Now, isn’t it true that a couple of years ago your industry, and 
Moody’s was part of it, came to Congress and said, we want to be 
regulated, but we want you also to pass a law that provides that 
no private right of action can be brought against us as rating agen- 
cies. 

Mr. Cantor. I don’t recall any such thing. We currently are sub- 
ject to securities law, and we are subject and can be sued, and have 
been sued. 

Ms. Speier. But no individual private rights of action? 

Mr. Cantor. Again, I am not an expert in legal matters. My un- 
derstanding is there are private rights of action. 

Ms. Speier. All right. Let me ask you about this. In Mr. 
Kolchinsky’s internal memo to Moody’s executives, he said that the 
assigned ratings in the Sahara Finance EUR, Limited were clearly 
wrong. In fact, Mr. Kolchinsky then urged Moody’s to stop a related 
transaction from adding billions of more toxic assets to investment 
balance sheets. 
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I guess the first question should be to Mr. Kolchinsky. Did 
Moody’s take any action? 

Mr. Kolchinsky. Ma’am, I do not believe the second transaction 
was rated, as far as I know. 

Ms. Speier. Was not rated? 

Mr. Kolchinsky. Was not rated. So the second transaction that 
I warned about 

Ms. Speier. And the first was rated, and it was rated at what? 

Mr. Kolchinsky. I do not recall at this point. It was an invest- 
ment-grade rating, but I don’t recall off the top of my head. 

Ms. Speier. Mr. Cantor, do you recall? 

Mr. Cantor. I believe this transaction was rated and was rated 
AA three. 

Ms. Speier. AA three. And then what happened to this particu- 
lar transaction? 

Mr. Cantor. It is currently rated AA three. 

Ms. Speier. It still is rated as 

Mr. Cantor. Its rating hasn’t changed. 

Ms. Speier. I am sorry? 

Mr. Cantor. Its rating has not changed. 

Ms. Speier. Its rating has not changed. And the subsequent 
transaction was not rated. And why was it not rated? 

Mr. Cantor. I am not familiar with the specifics of that, so I 
can’t address it. 

Ms. Speier. All right. Let me ask you this. One of the big prob- 
lems that some of us see is that there is a huge conflict of interest, 
that issuers come to you and ask you to give them consulting serv- 
ices so that when they package their particular issuance, it will be 
rated highly. So much like the accounting industry where we put 
firewalls up, many of us suggest that you should have firewalls be- 
tween your consulting services and your rating services. 

It also appears that your compliance staff reports to your general 
counsel, and the general counsel’s responsibility is to prevent liabil- 
ity for Moody’s. But the compliance officers are there to make sure 
that Moody’s is complying with all the SEC regulation. So it would 
suggest that you have on the one hand compliance officers who are 
supposedly making sure that you are following SEC guidelines, re- 
porting to an individual as general counsel who wants to make 
sure that you have no liability, so there will be a conflict, just very 
significant. Has that particular structure 

Mr. Cantor. I believe on the contrary. The general counsel’s role 
is to avoid liability exposure for the company and there is no better 
way to avoid liability than to have your employees comply with 
your regulations and code of conduct. 

Ms. Speier. Well, Mr. Chairman, my time has expired, but I 
can’t understand how you could take qualified people in your com- 
pliance section, dump them, and bring people who don’t have any 
expertise in compliance and place them in that role under the gen- 
eral counsel unless you were really trying to avoid having people 
who were going to ask questions about how you were doing busi- 
ness. 

I yield back. 

Chairman TOWNS. Thank you very much. 



56 


I now yield to the gentleman from Virginia, Congressman 
Connolly. 

Mr. Connolly. I thank the chairman, and I thank him for this 
thoughtful hearing. 

Well, let me pick up on the last exchange between the gentlelady 
from California and yourself, Mr. Cantor. You said the best way to 
avoid liability is to make sure you comply. Is there some reason, 
our staff were briefed this morning about the Kramer Levin review, 
which I guess you were referring to when you said that the allega- 
tions put forward by Mr. Kolchinsky were investigated and found 
to be baseless. Although it is my understanding that, a), that re- 
view is not complete; and that b), the entirety of this review will 
be oral. It will not be put in writing. Is there a reason for that? 

Mr. Cantor. We discussed earlier the communications around 
and documentation around that investigation. I will communicate 
the wishes of this committee to our legal counsel and I expect they 
will be able to comply with any request that comes from the com- 
mittee. 

Mr. Connolly. Well, that is really not my question. Is there a 
reason why, I mean, this strikes me as quite unusual that a review 
of charges of fraud by your outside counsel would, in fact, not be 
in writing. And apparently, Kramer Levin indicated it is not going 
to be put in writing. 

Mr. Cantor. I am not familiar with whether there will be a writ- 
ten report or not. 

Mr. Connolly. Are you familiar with the fact that it is or is not 
the practice of Moody’s to give such instructions to outside counsel? 

Mr. Cantor. I am not familiar with the instructions that we 
have given in these cases. My role as the chief credit officer is to 
review the methodologies and the quality of the ratings. 

Mr. Connolly. Do you remember any outside counsel ever inves- 
tigating anything at Moody’s in the past? Anything strike you in 
terms of a review and whether it was put in writing or not? 

Mr. Cantor. I have not been part of a process of a previous ex- 
ternal review. 

Mr. Connolly. Well, all right. Sticking to the same sort of seem- 
ing penchant for secrecy, Mr. McCleskey, in your letter to the SEC, 
you said that John Coggins, the general counsel at Moody’s, told 
employees not to put any compliance or rating problem in emails 
or any other written form. Why would he give such instructions, do 
you think? 

Mr. McCleskey. Well, sir, the first thing I would say is I didn’t 
have that directly from John Coggins because I had very few con- 
versations with John Coggins at all. Everything came through Mi- 
chael Kanef. And although Mr. Coggins, the general counsel, was 
my second-level supervisor, and although he spent considerable 
time with the other person at my level, in the almost year that I 
was underneath him, he did not set foot in my office a single time. 

Mr. Connolly. Well, irrespective of whether it was Mr. Coggins 
or not, was it in fact your understanding generally, company-wide, 
don’t put anything in writing? 

Mr. McCleskey. That was definitely communicated. 

Mr. Connolly. And why do you think that was generally com- 
municated? 
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Mr. McCleskey. Well, my speculation, sir, would be really going 
back to the point that was raised earlier. You have two different 
comparatives, if you will, between compliance and legal depart- 
ments that are concerned about liability. In compliance, you need 
to document when you see a problem. You need to document what 
you did about it, because if it is not documented, it didn’t happen 
in the eyes of the regulators. 

Mr. Connolly. Yes. 

Mr. McCleskey. So if we would see something, we would want 
to document it. From a liability point of view, at least theoretically, 
you don’t want to have documents lying around. 

Mr. Connolly. Let me ask you, Mr. McCleskey, at any points 
did superiors at Moody’s tell you not to talk to SEC investigators 
during the SEC sweep investigation? 

Mr. McCleskey. Nobody ever directed me not to talk to the SEC. 

Mr. Connolly. So we do have secrecy, well, or at least a desire 
to avoid putting things in writing, whether it be outside reports 
about fraud allegations or whether it be anything that could be 
traceable by the SEC, apparently built into the culture. Would that 
be a fair characterization, in your opinion? 

Mr. McCleskey. Yes, sir. 

Mr. Connolly. Mr. Cantor. 

Mr. Cantor. I am sorry. What was the question? That we have 
a secrecy culture? 

Mr. Connolly. I guess I am asking you to comment as to wheth- 
er there is this culture of the avoidance of having anything trace- 
able in writing, even to the extent, as I asked you earlier, about 
an outside counsel report on an allegation of fraud, from Mr. 
Kolchinsky which, by the way, earlier you assured us was baseless 
based on a report that is not completed and not in writing, and 
then you told us, well, I am not familiar with past history or why 
it might not be in writing. You were confident enough to cite it as 
exonerating, but not confident to talk about the details of whether 
it is in writing or not. 

Mr. Cantor. Moody’s conducted its own internal review and 
reached that conclusion. The preliminary findings of the outside 
law firm confirms those findings. 

Mr. Connolly. Was the Moody’s internal review in writing? Is 
that something you can share with the committee? 

Mr. Cantor. I have not reviewed anything. There may be a docu- 
ment. I don’t know. 

Mr. Connolly. Well, if you haven’t reviewed it, sir, how can you 
speak with such confidence before this committee under oath that 
internal review can be trusted? 

Mr. Cantor. Because I spoke with our head of compliance and 
regulatory affairs, and he discussed it with me. 

Mr. Connolly. I see. 

My time is up, Mr. Chairman. 

Ms. Norton [presiding]. Next, the gentleman from Florida, Mr. 
Mica. 

Mr. Mica. Thank you. 

Just a couple of quick questions, I guess to Mr. Kolchinsky. You 
made a series of allegations about Moody’s misconduct. I believe 
you are the one who made those allegations in a letter to the SEC. 
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What was the basis of your allegations? I mean, you saw things 
that were going on and then you thought it was your responsibility 
to report to SEC what you saw going wrong. So what did you see 
wrong at what point, and when did you notify the SEC? 

Mr. Kolchinsky. Sir, my first report was to the Compliance 
Group about 

Mr. Mica. I am sorry? 

Mr. Kolchinsky. My first report was to the Compliance Group. 
I put it into 

Mr. Mica. In writing? 

Mr. Kolchinsky. In writing. It was a 14-page memorandum. 

Mr. Mica. And did they respond to you? 

Mr. Kolchinsky. As far as I know, they hired Kramer Levin and 
also suspended me. 

Mr. Mica. They what? 

Mr. Kolchinsky. They suspended me. 

Mr. Mica. The company suspended you. 

Mr. Kolchinsky. Yes, sir. 

Mr. Mica. Eor whistleblowing? 

Mr. Kolchinsky. That is my belief, yes. 

Mr. Mica. OK. But you never got a written response from SEC 
to this date? 

Mr. Kolchinsky. Sir, after I was suspended, I reached out to the 
SEC to make them aware of these violations. I spoke to them last 
week, and we are planning on meeting so I can discuss further 
with them. 

Mr. Mica. OK. But again, first you found that you thought it was 
incumbent on you to report what you saw as improper activities. 
And you talked to Compliance and you also wrote to Compliance 
both? 

Mr. Kolchinsky. I wrote to Compliance. 

Mr. Mica. I am sorry? 

Mr. Kolchinsky. I wrote to Compliance. 

Mr. Mica. You wrote. OK. And you never had gotten a response? 

Mr. Kolchinsky. I, as we discussed previous, everything was 
mostly done by phone call. So I received a phone call. 

Mr. Mica. They called you in response to your letter? 

Mr. Kolchinsky. They called me and they said they are bringing 
in Kramer Levin and somebody from Kramer Levin will be in con- 
tact with me. All communications from them were verbal. 

Mr. Mica. So how did Moody’s find out about what took place? 

Mr. Kolchinsky. I handed Michael Kanef the memo that I 
wrote. 

Mr. Mica. OK. 

Mr. McCleskey, you also reported wrongdoing. Did you report 
that to the SEC? 

Mr. McCleskey. Sir, I sent a letter after my departure to the 
SEC. It is probably going too far. 

Mr. Mica. I am sorry. Eor some reason, I couldn’t hear you. You 
sent a letter? 

Mr. McCleskey. I am sorry. I sent a letter to the SEC after my 
departure. 

Mr. Mica. After your departure? 
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Mr. McCleskey. Yes, sir. And I don’t think I would characterize 
it as necessarily whistleblowing with respect to wrongdoing. I 
wanted to flag an issue to them to make sure that they were aware 
of it when they were preparing to conduct their examinations. 

Mr. Mica. Was your departure voluntary? 

Mr. McCleskey. No, sir. 

Mr. Mica. So they terminated you. Did they cite the cause for 
which you were terminated? 

Mr. McCleskey. No, sir. All they did was they said that senior 
management had lost confidence in me. 

Mr. Mica. Had you had any contact with SEC or any other indi- 
viduals in reporting activities before the letter that you sent after 
you departed and were dismissed? 

Mr. McCleskey. I did not have any contact with the SEC prior 
to my departure. 

Mr. Mica. Or anyone else who you reported whatever activities 
you thought should have attention of a regulatory body? 

Mr. McCleskey. No, sir. I don’t think my departure was directly 
related to any whistleblowing. 

Mr. Mica. OK. And did you get a response to your comments 
that you made for attention to SEC after you were terminated and 
departed? 

Mr. McCleskey. They sent me an email confirming receipt and 
said they were considering what to do about it. 

Mr. Mica. OK. 

Mr. Cantor, why should the Eederal Government continue to 
grant Moody’s and other big credit rating agencies a protected oli- 
gopoly by requiring financial institutions to rely only on your rat- 
ings? 

Mr. Cantor. Moody’s favors the reduction and elimination of the 
use of ratings in regulation, so we do not favor it. 

Mr. Mica. So you feel that others could be involved in the proc- 
ess? 

Mr. Cantor. Yes. 

Mr. Mica. Do you think Congress should regulate that process? 

Mr. Cantor. There is currently a draft bill that has been pre- 
pared in Congress to remove the use of ratings in many govern- 
ment legislation and regulations. 

Mr. Mica. How do you think that should be structured? You 
don’t have to comment on the bill that is before us, but what would 
be a fair way to have, say, some competitiveness in credit rating, 
but also keep a high standard of rating? 

Mr. Cantor. Right. Well, I think in addition to reducing the reg- 
ulatory reliance on ratings, the field of competition in the market 
could be improved by enhancing the financial disclosures required 
by issuers of structured finance securities. 

At present, given the limited disclosure requirements in that 
market, only rating agencies that have been asked to rate those se- 
curities have the full access to all the information that might be 
needed to evaluate the risks of those securities. And we recommend 
that the SEC require more extensive financial disclosure, much as 
is required of corporations in America when they issue debt into 
the capital markets. 
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And that way, multiple rating agencies, not just the ratings 
agencies asked to rate the debt, and multiple analysts from dif- 
ferent types of firms, can do their own analysis and choose to pub- 
lish that analysis if they wish to monetize their conclusions or just 
provide for some other reason that information to the broader mar- 
ketplace. 

Ms. Norton. The gentleman’s time has expired. 

I will take 5 minutes. 

I am curious before I ask a question about the Compliance Group 
that fascinates me, this internal watchdog. Given the blanket de- 
pendence, I would say of the Nation. It is hard to think of an insti- 
tution, or for that matter, individuals that weren’t dependent upon 
these credit agencies. Given the source of their revenue, has the 
fall, the collapse of the economy, had an effect on the revenue of 
Moody’s, or for that matter, if you know of any of the other rating 
agencies? 

Mr. Cantor. 

Mr. Cantor. Moody’s has had significant decline in revenue over 
the last 2 years, yes. 

Ms. Norton. Why is that? Is it because people aren’t, those who 
fund them, which of course those whom they regulate, as it were, 
or who we depend upon them, is it because they go less often to 
the rating agencies? Why has the revenue fallen? 

Mr. Cantor. We have had fewer requests for ratings. 

Ms. Norton. Sorry? 

Mr. Cantor. We have had fewer requests for ratings. 

Ms. Norton. So people are out there on their own? There is no- 
body watching. If you can say they were watching, there is nobody 
watching now. People, does that, any of the three of you think that 
shows a lack of confidence in the agencies now, that revenue has 
fallen and folks don’t regard a rating as particularly, or at least ab- 
solutely indispensable any longer? 

Mr. Kolchinsky. 

Mr. Kolchinsky. I think certainly the confidence in the rating 
agencies has fallen. The drop in revenue is primarily due to drop 
in revenue from structured products, and I think 

Ms. Norton. Due to what? I am sorry. 

Mr. Kolchinsky. The drop in revenue in structured products. 
Those are the products, like mortgage-backed securities. 

Ms. Norton. Yes. Fewer of those products, derivatives, etc., to 
talk about or to grade. 

Ms. Kolchinsky. Yes, ma’am. And I think a lot of that has to 
do with the fact that at the time of the boom, one structured prod- 
uct would buy another structured product. So ABS CDO would buy 
subprime, and SIV would buy a part of the ABS CDO. 

When that chain broke, that whole market disappeared. So there 
weren’t a lot of what is called in the industry “real money inves- 
tors” that were actually buying these products. These were all 
moved on bank balance sheets or somewhere else into another 
structured product. 

Ms. Norton. I am fascinated by this internal watchdog. Internal 
watchdogs normally do not yield a lot of confidence, and one reason 
it is hard to set one that can yield confidence. We have tried here 
in this Congress. You know, how do you get enough without too 
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much if you are, in essence, trying to do internal regulation of your 
own conduct. 

Mr. Kolchinsky, you have indicated or cast doubt upon the inde- 
pendence of Moody’s’ compliance Group. 

Mr. Kolchinsky. Yes, ma’am. 

Ms. Norton. Why do you believe the Compliance Group is not 
independent, in whatever the word independent can mean within 
those internal watchdog circumstances? 

Mr. Kolchinsky. Ma’am, there are several reasons. First of all, 
I believe 

Ms. Norton. Speak a little louder into the microphone. 

Mr. Kolchinsky. Sorry. I believe there are several reasons for 
that. I believe, first, a truly independent Compliance Group would 
report up to the independent members of the Board of Directors. 
They would not have a reporting line from the general counsel to 
the CEO on the business generation. 

Second of all, I 

Ms. Norton. So are they reporting in the same way they were 
reporting? 

Mr. Kolchinsky. I believe so. They are still reporting through 
the general counsel up to the CEO. And there is no scrutiny of that 
from the Board of Directors, or the independent members 

Ms. Norton. So the same people who were reviewing their work 
are still reviewing their work, with whatever lessons the collapse 
may have taught them? 

Mr. Kolchinsky. Yes. 

Ms. Norton. Do you believe that with the same, is it the same 
chain of command, essentially? 

Mr. Kolchinsky. It is the same chain of command as I believe 
when Scott, Mr. McCleskey, was at the rating agency. Yes. 

Ms. Norton. So no change in the chain. And I understand the 
conundrum here. How do you change, there are only so many peo- 
ple you can report to. What would be the resistance, since this is 
a watchdog? Because it doesn’t involve matters of ethical matters, 
matters of the law. You could always ask the general counsel to ad- 
vise you. 

Mr. McCleskey, Mr. Cantor, what would be the resistance to re- 
porting to the Board of Trustees who have a fiduciary obligation 
and therefore, it seems to me, are the only really appropriate over- 
seers within the organization? 

Mr. Cantor. The individual that is responsible for both compli- 
ance and regulatory affairs, so the person in charge of compliance, 
has an additional duty as well to also liaise with our regulators. 
That person has met regularly with our Board of Directors, I be- 
lieve quarterly, and meets with our independent Board of Direc- 
tors. 

Ms. Norton. My time, too, is limited. I want to know why, as 
I say, I would expect him to meet. I expect the Board to consult 
with him. What reason could a rating agency offer for not having 
the report unfiltered of a violation go first to the Board of Direc- 
tors? Then they could ask general counsel. They could ask outside 
counsel. They could ask the government. 

Why, in light of what it seems to me was the unkindest cut of 
all, the cut that came from the agencies on whom everybody de- 
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pended, why isn’t the way to restore confidence at least to place re- 
sponsibility for notification of violations of ethical standards and 
the law, first to the Board of Trustees or to the Board, whatever 
it is called, so that it can decide whom to consult? 

What is the resistance and how would anybody justify reporting 
in the very same way that the chain of command occurred before, 
and that everyone agrees was an ingredient to the collapse of the 
economy? 

Mr. McCleskey. If I could respond to that question, because I 
was the person who was involved in this chain of command. The 
first distinction I would make is that the person who Mr. Cantor 
described is not the head of Compliance. The head of Compliance, 
as designated on public filings to the SEC, reports to Mr. Kanef 
Mr. Kanef reports to the general counsel. 

Now, when I first got to Moody’s, we had a different reporting 
chain and the idea was that once a year I would report to the 
Board, and in the first year, I did. After the chain of command 
changed, I did not have access to the board. 

Ms. Norton. Should you have? 

Mr. McCleskey. Yes. And to answer your question, what is the 
motivation for it, I can only speculate, but in my view, having been 
there and in that situation, it is a matter of controlling risk, that 
you have somebody there who doesn’t come from the litigation 
background or has this different agenda, the compliance officer. I 
simply don’t believe that it was viewed prudent to have the actual 
head of Compliance have that kind of access. 

Ms. Norton. Prudent? I am just looking for a reason, you know. 

Mr. McCleskey. It is my speculation, but it is speculation based 
on my experience. 

Ms. Norton. Yes. Finally, if one is looking at how to regulate 
this matter and one is trying to keep the government from getting 
into the weeds, would you suggest that a report directly to the 
Board might be one place to begin? 

Mr. McCleskey. I would, yes. 

Ms. Norton. The requirement of a report to the Board might be 
one place to begin? 

Mr. McCleskey. I would. 

Ms. Norton. Yes. 

Mr. Kolchinsky. Yes, ma’am. 

Ms. Norton. What about you, Mr. Cantor? 

Mr. Cantor. A report from Compliance directly to the Board of 
Directors would be something we would consider. I don’t see a dif- 
ficulty with it. 

Ms. Norton. So what was good enough before is good enough 
now. Thank you, Mr. Cantor. 

Mr. Lynch of Massachusetts. 

Mr. Lynch. Thank you. Madam Chair. 

I want to thank the witnesses for helping us with our work. 

It appears that, at least as this reform proposal moves forward, 
we are still going to have over the counter derivatives traded. 
These structured products are going to be traded outside of ex- 
changes. And it appears, at least the way this is developing, we are 
still going to have an issuer-pays model after all this reform is 



63 


done. So we are still going to have the conflict of interest that we 
have been dealing with in the past. 

It seems to me that if we are not going to eliminate the conflict 
of interest in the issuer-pays model, then we have to somehow bal- 
ance that. And at least the only way I can imagine doing that is 
to introduce some type of liability on the part of rating agencies 
that stamp AAA on these structured products. Because the vast 
majority of the market, they don’t understand deeply the mecha- 
nisms of these structured products, but they do understand AAA. 
They do. And that is what allowed a lot of these projects to go viral 
and cause problems in the first place. 

It seems to me that there has to be some type of underlying li- 
ability for the rating agency if they slap AAA on something that 
doesn’t deserve it. And right now, the way we have this system, it 
is tantamount to immunity for the rating agencies, even though 
they recklessly put AAA on a product that turned into junk 30 days 
later or 60 days later or 90 days later. 

Mr. Kolchinsky and Mr. McCleskey and Mr. Cantor, is this a via- 
ble option of introducing some liability that might act as a con- 
straint on these rating agencies from giving ratings to these prod- 
ucts in return for cash? Because the rating agencies are also going 
to get extra money, they are going to get a bigger payday for rating 
these complex structured products, then they do the standard prod- 
ucts. 

So how would you suggest that we eliminate this conflict of inter- 
est and there is liability, one of those options? 

Mr. Kolchinsky. 

Mr. Kolchinsky. Sir, I believe that extra liability should come 
hand in hand with specific defined standards. And that does two 
things. On the one hand, it helps investigators and regulators to 
see when a fraud or misconduct has occurred, because they can 
compare it to a defined set of standards. Today, most of these 
standards come from the rating agency itself, so the rating agency 
becomes the judge, jury and executioner of its own standards. 

Second of all, having a defined set of standards would cut down 
on frivolous lawsuits by an investor, for example, who just made 
a bad decision. So if you have a set of standards for some minimum 
sets of things that a rating agency must do, that is a good bench- 
mark to see when liability or fraud has actually occurred or other 
types of negligence. At the same time, it prevents frivolous lawsuits 
from investors who just made a bad decision. 

Mr. Lynch. Yes. I do agree that it shouldn’t be a hair-trigger test 
for liability, otherwise you would have everybody who didn’t think 
the instrument performed the way they wanted it to would have 
a cause of action. We don’t want that. 

Mr. McCleskey. 

Mr. McCleskey. Well, sir, I would be against any kind of blan- 
ket immunity of the type that you are describing. I think that, you 
know, with respect to the first amendment protection for rating 
agencies, I am not a lawyer, but come on, that is not what the first 
amendment was for. 

Having said that, I would agree that if you are going to introduce 
more liability, you do need to do it in a measured way with some 
sort of controls, because we did have difficulties about a decade ago 
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with a lot of frivolous securities lawsuits where, as you say, every 
time the stock ticked up or down and somebody lost money, off to 
court we were. So I do see that as a potential danger. 

But having said that, I am not a lawyer, but my personal view 
is that there ought to be some measure of liability. 

Mr. Lynch. Thank you. 

Mr. Cantor. 

Mr. Cantor. As we discussed today, Moody’s is already subject 
to liability. We can be sued for fraud and for violation of securities 
laws. We have a number of lawsuits publicly announced and out- 
standing. So we already are subject to significant liability. 

What I think is most important is that there be accountability, 
and I think there is a fair measure of accountability, certainly in 
the private market, in the private use of ratings we are account- 
able. Our reputation is being constantly reevaluated, and our rep- 
utation is being evaluated now. 

It has always been the focus of Moody’s management and its an- 
alysts on producing the highest quality ratings and strengthening 
our reputation to the maximum degree. And the current and recent 
experience, if anything, has reinforced that concern and the pri- 
macy of that concern in our rating practices. 

Mr. Lynch. Thank you. My time has expired. 

Madam Chair, I yield back. 

Ms. Norton. The gentlewoman from Ohio, Ms. Kaptur. 

Ms. Kaptur. Thank you very, very much for appearing this 
morning. 

May I ask each of you gentlemen to state for the record your pro- 
fessional qualifications? In other words, what your background is? 
Are you attorneys? Are you mathematicians? 

We can begin with the first gentleman here. 

Mr. Kolchinsky. I have an undergraduate degree in aerospace 
engineering. I have a law degree and a master’s of science in statis- 
tics. I have worked in structured finance my entire career. 

Ms. Kaptur. Thank you very much. 

Mr. Cantor. I have a Ph.D. in economics. I taught economics for 
a number of years at universities, and I worked for 10 years in the 
Federal Reserve system, and have been at Moody’s for 12 years. 

Ms. Kaptur. Mr. Cantor, thank you. 

And what about Mr. McCleskey? 

Mr. McCleskey. I have a master’s degree in financial regulation 
and compliance management. I also have a master’s degree in 
international relations from Cambridge, where my dissertation con- 
cerned financial regulation. I have been in the markets in the 
United States and Europe for approximately 15 years. I partici- 
pated in the drafting of regulations and I have several published 
articles and books on the subject. 

Ms. Kaptur. All right. Are any of you gentlemen familiar with 
the term in the law control fraud? 

[Pause.] 

Ms. Kaptur. You are not? Well, if you are not familiar with it, 
then if you have been a part of it, you wouldn’t know it, I guess, 
if you don’t even know the term. 

Mr. McCleskey. Can you repeat the term again? 

Ms. Kaptur. Control fraud. 
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Mr. McCleskey. I am not familiar with it, no. 

Ms. Kaptur. Control fraud is systemic fraud in which many, it 
goes beyond a single person, but the person participates in a sys- 
tem that is essentially fraudulent, and as a participant in that sys- 
tem causes a great deal of harm and participates in illegal activity. 

Let me ask you, as the housing bubble burst and foreclosures in- 
creased, mortgage-backed securities issued by mortgage brokers 
began to crumble, despite the AAA ratings that Moody’s and others 
had placed on these issuances. 

As you look back on this, with all of your education and experi- 
ence, how could you participate in rating particularly the senior 
tranches that had AAA ratings that collapsed? How is this pos- 
sible? Would you please explain that? We can start, each one of 
you. 

What happened, Mr. Kolchinsky? 

Mr. Kolchinsky. I think the main part of the problem were was 
poor incentives everywhere across the board. 

Ms. Kaptur. Poor incentives? 

Mr. Kolchinsky. Poor incentives. 

Ms. Kaptur. Define that. 

Mr. Kolchinsky. You had mortgage brokers who were 
incentivized to get as many mortgages as possible, without any con- 
cern for the credit quality. They would be paid upon closing of the 
mortgage. 

Ms. Kaptur. Yes, but the rating you gave them, you gave them 
very favorable ratings, AAA ratings. So the paper was brought to 
you. I am asking you, though, in terms of how could you have been 
a participant and your company a participant in a system that col- 
lapsed? Don’t blame those that brought it to you. Once you got it, 
what did you do? 

Mr. Kolchinsky. I think we over-relied on quantitative models. 

Ms. Kaptur. On quantitative models. I wanted to ask you for 
Moody’s, how many people actually worked for Moody’s prior to the 
collapse of the market? 

Mr. Kolchinsky. I don’t have that information off-hand. 

Ms. Kaptur. What would you guess? Anybody? 

Mr. Kolchinsky. My guess is about 3,000; 3,000 to 4,000. 

Mr. Cantor. Yes, 2,000, maybe in the rating 

Ms. Kaptur. 2,000, did you say? 

Mr. Cantor. In the rating agency itself, 2,000. 

Ms. Kaptur. Could you speak into the mic? 

Mr. Cantor. 2,000, I believe, maybe more. 

Ms. Kaptur. About 2,000 people. OK. How many of those people, 
then, would you, of the 2,000, Mr. Kolchinsky, your job was Manag- 
ing Director. You were the head of it all? 

Mr. Kolchinsky. No, ma’am. I was one of four managing direc- 
tors, one of the four managing directors within the CDO group. 
And we had about 100 people total within that group. 

Ms. Kaptur. About 100 people. Were these the people that were 
the mathematical brains that ascertained risk? 

Mr. Kolchinsky. Some were mathematicians. We had a lot of 
Ph.D.s. We had a lot of lawyers. People came from across the 
board. But that was part of the group which decided methodologies, 
built the models, and ran the models. 
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Ms. Kaptur. All right. So in other words, the made hig mistakes. 

Mr. Kolchinsky. Yes, ma’am. 

Ms. Kaptur. All right. And so it wasn’t just that the mortgage 
brokers brought this paper to you, but there was a system set up. 
And explain to me internally, inside your company, what happened 
in that risk division that was so faulty? What happened and why 
did it happen? 

Mr. Kolchinsky. I think the system that existed in place al- 
lowed bankers and other participants to game the models that were 
set up. The models are actually very public, and what participants 
could do, could look at the models and change 

Ms. Kaptur. When you say model, are you talking mathematical 
model? 

Mr. Kolchinsky. Yes, mathematical models, as put into an ac- 
tual spread sheet or a piece of software or even a methodology. In 
my group in the ABS CDO Group and CDOs in general, those mod- 
els were actually publicly available. Some were free to download 
from the Web site. But that allowed bankers and other participants 
to game those models. 

Ms. Kaptur. But who approved those models? 

Chairman TOWNS [presiding]. The gentlewoman’s time has ex- 
pired. I ask unanimous consent to give her an additional 1 minute. 

Ms. Kaptur. I thank the gentleman. 

Who approved those models? Who invented the models and who 
approved them? 

Mr. Kolchinsky. It was different groups and people who were 
tasked with that. Most of them internally, based on data that was 
provided to Moody’s. 

Ms. Kaptur. Did you approve them? 

Mr. Kolchinsky. I did not approve any specific one model. 

Ms. Kaptur. Who approved them? Somebody above your pay 
grade? 

Mr. Kolchinsky. In some cases it was above my pay rate be- 
cause I wasn’t in the position yet. 

Ms. Kaptur. Can you get me a list of who approved them? 

Mr. Kolchinsky. Ma’am, I wouldn’t know. It was done by the 
committee, and usually 

Ms. Kaptur. Which committee? 

Mr. Kolchinsky. By a committee set up for a particular meth- 
odology. So there is a 

Ms. Kaptur. Under your watch? 

Mr. Kolchinsky. No, not under, not under my specific 

Ms. Kaptur. Above you? 

Mr. Kolchinsky. It would be in some cases above me, some 
cases below me, but it all, there was no standard process of model 
review and approval during the credit crisis. 

Ms. Kaptur. Let me just, in closing, Mr. Chairman, I wanted to 
ask Mr. McCleskey. You were the chief compliance officer? 

Mr. McCleskey. Yes, I was. 

Ms. Kaptur. OK. The SEC did an examination of Moody’s in 
what was it, 2006, 2007, something back then? 

Mr. McCleskey. I believe 2007. 

Ms. Kaptur. How long did you meet with them as chief compli- 
ance officer? 
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Mr. McCleskey. How long did I meet with them? 

Ms. Kaptur. Yes. 

Mr. McCleskey. I did not meet with them. 

Ms. Kaptur. They did not 

Mr. McCleskey. They did not meet with me. 

Ms. Kaptur. You were the chief compliance officer and the SEC 
did not meet with you? 

Mr. McCleskey. That is correct. They met with our Legal De- 
partment and outside counsel, and I did object. 

Ms. Kaptur. That is a shocking statement. 

Mr. McCleskey. I did object to that. 

Ms. Kaptur. Thank you, Mr. Chairman. 

Chairman TOWNS. Thank you very much. 

I now yield 5 minutes to the gentleman from Maryland, Mr. 
Cummings. 

Mr. Cummings. Thank you very much, Mr. Chairman. 

Mr. Chairman, I wasn’t going to ask any questions, but listening 
to Ms. Kaptur’s questions, I was just curious, and could not help 
what I heard when she was asking about this fraud, and she went 
on to ask questions concerning why all of this happened. And I 
think you said something about insufficient incentives. Did some- 
body say that? Mr. Kolchinsky. 

Mr. Kolchinsky. Yes, sir, I believe. 

Mr. Cummings. And can you help me with that, explain that to 
me? With all my constituents losing their houses, losing their sav- 
ings, losing everything they have, we hear about people on Wall 
Street getting these phenomenal bonuses. And I mean, when I 
heard those words, I almost fell out of my chair. I was trying to 
eat my lunch, and I had to come and ask you a question about that. 
Can you help me with that? Were they making, do we have some 
making a little bit of money on Wall Street? Is that it? 

Mr. Kolchinsky. No. Obviously, people on Wall Street 

Mr. Cummings. Make a lot of money. 

Mr. Kolchinsky. Yes, sir. 

Mr. Cummings. While messing over the American people, big 
time. 

Now, tell me, just explain to me because my constituents want 
to know, when you say a lot of this happened because of insuffi- 
cient incentives 

Mr. Kolchinsky. Poor incentives, yes. 

Mr. Cummings. What does that mean? 

Mr. Kolchinsky. Because for the most part, most people in the 
securitization chain were not paid based on the long-term perform- 
ance of the product they originated. So a mortgage broker was paid 
at the closing of the mortgage, not depending on how the mortgage 
did. The mortgage originator, like a Countrywide or a New Cen- 
tury, was paid when they sold the mortgages to an aggregator 
bank, like a Lehman Brothers or a Merrill Lynch. They were paid 
right there and then, not depending on how the mortgage per- 
formed. The bank then structured those mortgages. The bankers 
were paid on the closing of the deal, not on depending on how the 
security performed. That security went through an ABS CDO. 

Mr. Cummings. So in other words, it was like selling a piece of 
zero, I started to use another word, and calling it something more 
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valuable than what it is, pass it on like a hot potato. At some point, 
somebody is going to have to pay, and the American people paid 
by being thrown out of their houses and losing their savings and 
what have you. Is that right? 

And so, is that right? 

Mr. Kolchinsky. Yes. 

Mr. Cummings. Yes. And then they were also put in a position 
where, what you are saying is that they were being paid for quan- 
tity and not quality. Is that right? 

Mr. Kolchinsky. That is correct. 

Mr. Cummings. And, I mean, if you were, say. Secretary 
Geithner, what advice would you give to the President of the 
United States? Because I can tell you there are a lot of people in 
my District who are mad, and they are wondering whether or not 
we are doing the things that we need to do to straighten out this 
mess, but not only to straighten it out, but to make sure it does 
not happen again. 

And I want you to look into, just look straight ahead, there is 
probably a camera facing you right now, as if you are talking to 
the President of the United States, and say, Mr. President, this is 
what I would do; this is how you correct this mess; this is how you 
make is so that we don’t have to go through this again; this is so 
that Mr. Cummings will not be coming before you telling him about 
all of the things that his constituents have suffered through, and 
continue to suffer through, and how they have been robbed of their 
savings, robbed of their futures, robbed of their houses. 

Tell him. Tell the President. He’s watching. 

Mr. Kolchinsky. Well, sir, I would recommend that alignment 
of incentives across the board would probably be by far the best so- 
lution. And that is actually return to the old roots of Wall Street 
where there used to be a term called “eat what you kill,” and that 
meant somebody only takes home whatever they actually produce, 
and whatever money that they bring in. 

And my recommendation would be that people who work in com- 
plex products and structured products retain a vertical slice of 
whatever they produce. And hopefully that would align their incen- 
tives that their eventual pay and whatever they take home is based 
on whatever they produce. 

So the mortgage broker will get paid based on the mortgage. If 
that mortgage didn’t pay on the first payment, then they wouldn’t 
originate. They would know that is a bad investment, and the same 
down the line. Countrywide, New Century, Lehman, Merrill Lynch 
and all those bankers, they would not put the taxpayers at risk, 
because they were putting their own livelihood at risk. 

Mr. Cummings. Did you have something, Mr. McCleskey? 

Mr. McCleskey. No, sir. 

Mr. Cummings. OK. 

Thank you very much, Mr. Chairman. 

Chairman TOWNS. Thank you. Thank you. 

I yield a minute to the gentleman from Indiana. 

Mr. SouDER. Reinforcing the gentlelady from Ohio and the gen- 
tleman from Maryland’s point, sales people to some degree sell, and 
yes, it would be nice if they had long term. The check was supposed 
to be you. You are the rating agency. You knew, obviously, that 



69 


they had a motive to sell, that there was no back check. The back 
check is supposed to be the rating agencies. You are supposed to 
say what they sold wasn’t real. 

And instead, we had the hedge fund people figuring out and tell- 
ing us that they figured out it wasn’t real. They made money bet- 
ting against your ratings. And that is what we are trying to figure 
out how to address here because in the market, yes, some people 
are sellers. Other people are supposed to long term, but if the rat- 
ing agencies are cahoots with the sellers, there is no public back- 
stop. 

And now everybody is turning to government because the private 
sector didn’t perform the function. And her questioning was along 
the lines of where were you all. Now, we are going to have some 
testimony from an attorney, Mr. Abrams, who says that you didn’t 
perform an investigative function. You took basically the word of 
the management and you basically said a similar thing that they 
were reporting to you. And the American people think you are an 
investigative agency. They think you are doing an independent in- 
vestigation, not just taking a pass-on from the companies. 

And so you weren’t the check to the sales part. And that is part 
of our frustration. 

I yield back. 

Chairman Towns. They were saying that if you pay us, then we 
will rate it. I mean, all you have to do is just pay us. I mean, that 
is basically what happened here. 

So let me thank all of you for your testimony, and say to you, 
Mr. Cantor, we would appreciate if you would help us get the docu- 
ments. You know, we would like that very, very much, because, as 
we look at the overall meltdown, that our interest and concern is 
to try to make certain that it does not happen again. And in order 
to do that, you could be very, very helpful in that process. Thank 
you very, very much for coming. 

Thank you, Mr. Kolchinsky. 

Thank you, Mr. McCleskey. 

Thank you, Mr. Cantor. 

Thank you very, very much. 

Now, we move to the second panel. 

I would like to welcome our second panel. As with the first panel, 
it is committee policy that all witnesses are sworn in. So if you 
would please stand and raise your right hands while I administer 
the oath. 

[Witnesses sworn.] 

Chairman TOWNS. You may be seated. Let the record reflect that 
all witnesses answered in the affirmative. 

Let me begin by introducing our witnesses. 

Senator Alfonse D’Amato served as a New York Senator for 18 
years. During his Senate career, Alfonse D’Amato served as the 
chairman of the Senate Banking Committee and was also a mem- 
ber of the Senate Appropriations Committee and the Senate Fi- 
nance Committee. Since leaving Congress, Senator D’Amato has 
founded a public policy firm called Park Strategies. 

Good to see you, and I am happy to know there is life after you 
leave this place. 
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Mr. Floyd Abrams is a nationally recognized first amendment 
lawyer. Over his long career, Mr. Abrams has represented a wide 
variety of clients, including the Brooklyn Museum of Art, the New 
York Times, Time Magazine, Senator Mitch McConnell, AIG, and 
most recently. Standard & Poor’s. Welcome. 

Mr. Eric Baggesen is a senior investment officer of Global Equity 
for the California Public Employees Retirement System. He is re- 
sponsible for implementation and management of investment strat- 
egy and policy for the pension fund, $132 billion portfolio in pub- 
licly traded equity investments worldwide under his current leader- 
ship. The Global Equity Unit also oversees CalPERS corporate gov- 
ernance, hedge fund, domestic long and short cash management, 
and manager development programs, and the ongoing restructuring 
of the asset class that began last year. 

Welcome. 

Dr. Lawrence White is a professor of economics and the deputy 
chair of the Economics Department at New York University, Stern 
School of Business. Dr. White has also served as a board member 
for the Federal Home Loan Board and as the director of the Eco- 
nomic Policy Office in the Antitrust Division at the Department of 
Justice. Before joining the Stern School, Dr. White was a member 
of the President’s Council of Economic Advisers during the Carter 
administration. 

Welcome. 

At this time, I ask that each witness deliver their statement 
within 5 minutes, and of course, you know the procedure. The yel- 
low light comes on, which means you have a minute remaining. 
And after that, then it becomes the red light, and that means stop. 
I have heen having some problems with the members of the com- 
mittee recognizing red today because it is such an interesting topic 
and, of course, they are trying to get to the bottom of it because 
so many people have been hurt as a result of what has gone on 
with this meltdown. 

So we will start with you. Senator D’Amato. Good to see you. 

STATEMENTS OF HON. ALFONSE M. D’AMATO, FORMER CHAIR- 
MAN, SENATE COMMITTEE ON BANKING; FLOYD ABRAMS, 

PARTNER, CAHILL GORDON & REINDEL, LLP; ERIC 

BAGGESEN, SENIOR INVESTMENT OFFICER, CALIFORNIA 

PUBLIC EMPLOYEES RETIREMENT SYSTEM; AND LAWRENCE 

J. WHITE, PROFESSOR, LEONARD N. STERN SCHOOL OF 

BUSINESS, NEW YORK UNIVERSITY 

STATEMENT OF HON. ALFONSE M. D’AMATO 

Mr. D’Amato. Thank you, Mr. Chairman. 

First of all, Mr. Chairman, let me congratulate you for holding 
this hearing. It is important, because I feel very strongly that the 
failure of the system, and the credit rating agencies in particular, 
contributed substantially to the economic chaos that hit this coun- 
try, small homeowners, business owners, and right across. 

Mr. Chairman, credit rating agencies began their lives providing 
an important and very legitimate investment tool that allowed in- 
vestors to evaluate securities. Once the system change to one 
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where issuers paid for the agencies to rate their securities, the 
stage was really set for trouble. 

There have been a number of Members today who have raised 
that issue. And if you want to cut through it all, that is the prob- 
lem with the system. Issuers are paying the rating agency, and the 
rating agencies are looking the other way. 

Why? You had two young men testify today, and I dare say they 
lost their jobs and were fired unfairly because they dared to sound 
an alarm. And the higher-ups didn’t like it. And the fellow who tes- 
tified for Moody’s today, that was a debacle. He didn’t know any- 
thing. He just knew that they try to do good ratings. 

You have one person who was the chief compliance officer. They 
finally adopted things that he had recommended. In the interim, 
they said, well, you didn’t get along and they dumped him out. 

By the way, he wasn’t the traditional whistleblower. He came in 
here only after the committee invited him. And I dare say Mr. 
Kolchinsky, his colleague, somewhat naively thought that if he 
brought certain matters to the attention of the people that he 
should have that they would have responded, and they did. They 
threw him out. And the SEC did not investigate until 1 week ago 
after you held these hearings. Shame on the SEC. Shame on them. 
It is like putting a lamb guarding the tiger’s den. That is what has 
been going on. And at long last, they finally came out with a list 
of recommendations, at long last. I think that this committee and 
the Financial Services Committee should examine them, because 
they are meritorious. But one that is most important and should 
be acted upon, and they have the ability, and Congress has the 
ability to do so, is the SEC’s proposed prohibition against letting 
a rating agency act as both a rater and a paid adviser for securities 
issuers. This dual capacity is one that unavoidably creates conflicts 
of interest. And don’t buy this firewall nonsense. It doesn’t work. 
And the American people have a right to be protected. 

Mr. Chairman, I have spent some time discussing this matter 
with the prestigious Financial Economics Roundtable, and they 
have a number of methodologies that they suggest. I am going to 
ask that their testimony that we have submitted, that their state- 
ment be placed in the record as if read in its entirety. 

Chairman Towns. Without objection, so ordered. 

[The information referred to follows:] 
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Statement on 

Reforming the Role of SROs in the Securitization Process 

During the last few decades, securitization has become a primary channel for enlarging 
financial markets and transferring credit risk from lenders to investors. Outstanding issues of 
privately securitized assets peaked worldwide at just under $12 trillion in 2008.' 

When properly structured and monitored, securitization promises numerous benefits. It 
can generate opportunities for specialization that reduce funding costs, increase the range of 
financial products available, encourage financial institutions to deploy capital more efficiently, 
and allow borrowers, lenders, and investors to manage their risks more flexibly. However, 
transferring risk undermines incentives to perform due diligence at virtually every stage in the 
securitization process. In the last year, evident shortfalls of care and diligence in the origination, 
rating, and securitization of mortgages have led to a collapse in the prices of securitizations 
related to subprime mortgages, alt-A mortgages and other leveraged loans. The suddenness and 
extent of this price decline has undermined confidence in the reliability and integrity of the 
ratings process for asset-backed securities, and has reduced prices and credit flows in every 
market in which investors count on ratings firms to ascertain the quality of debt. 

Meeting in Glen Cove, New York in July 2008, the Financial Economists Roundtable 
(FER) discussed the need to strengthen the securitization process by changing the incentives 
under which Statistical Ratings Organizations (SROs) operate. SROs (profit-making firms that 
prefer to call themselves credit rating “agencies”) play a central role in testing the quality of the 


‘ See Table 1 at the conclusion of this statement. 
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pool of obligations being securitized and in creating and marketing “tranches” of graded claims 
to cash flows from the underlying mortgages or other debt. The scope and scale of ongoing 
ratings downgrades and defaults on securitized debt make it clear that the ways in which credit 
ratings are used and constructed must be reformed. 

The PER sees a strong need for three types of credit-rating reform. First, PER supports 
strategies designed to improve SRO incentives by increasing the transparency of their modeling 
practices and holding their managements accountable for negligent ratings errors. Second, the 
PER challenges the wisdom of incorporating SRO ratings in securities and banking regulations 
issued by governmental entities. By outsourcing public authority to private firms, this practice 
intensifies the conflicts of interest that SRO personnel must resolve. Finally, to acknowledge 
differences in the degree of leverage that is imbedded in different issues of securitized debt, PER 
recommends that SROs be required to state an express margin for error in their ratings for every 
tranche of securitized instruments. 

Some Historical Perspective 

Bond markets functioned internationally for 300 years before the first rating 
organizations appeared in the United States. An active corporate bond market, largely in debt 
issued by railroad companies, emerged in the middle of the 19* century in the United States 
more than half a century before the first SRO opened for business. SROs remained largely US- 
focused until the 1970s, when global capital markets began to reemerge after fading in the 
interwar period. 

In the pre-SRO era, underwriters performed some certification and monitoring for 

2 
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investors. Thereafter, third-party ratings mitigated asymmetric-information problems between 
issuers, underwriters, and investors by credibly centralizing efforts to collect and analyze the 
information needed to estimate, monitor, and update the probability of default of individual 
bonds. 

Ratings data also expanded the range of investors willing to hold corporate bonds to 
include parties that lacked the resources to tmdertake a complete and independent credit analysis. 
SROs originally earned their revenue by selling ratings manuals directly to investors. 

Building a reputation for accuracy is critical to the success of any SRO. Ratings firms 
prospered to the extent that their predictions of the probability of default proved reliable after the 
fact. Over time, the accumulation of reputational capital by successful SROs made entry 
difficult for new SROs, The result is that two or three SROs have dominated the market for 
credit ratings, and did so long before the SEC began to designate particular SROs as Nationally 
Recognized Statistical Rating Organizations (NRSROs) in the 1970s. 

In the early 1930s, incentives for SROs to produce reliable information for investors 
were complicated by introducing ratings into the regulatory process. Regulators of banks, 
insurance companies and pension funds began to use ratings to limit the riskiness of the assets 
held by regulated entities. Regulators now set two kinds of rules: rules that restrict the extent to 
which a firm can hold assets that fall below investment-grade or, as in the case of money market 
mutual funds, require a higher threshold than investment grade, and rules that link capital 
requirements to the ratings on individual securities, with lower capital charges for high-rated 
securities.^ The existence of such regulatory consequences was bound to intensify pressure on 

^ For example, (Sylia 2002, p. 37) notes that in 1936, the US Comptroller of the Currency issued a regulation 
prohibiting banks from purchasing investment securities with characteristics that were "distinctly or 
predominantly speculative," and then added that "the terms employed. ..may be found in recognized rating 
manuals, and where there is doubt as to the eligibility of a security for purchase, such eligibility must be supported 
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SROs to inflate the grades of lower-rated securities, because regulated clients routinely explore 
and develop ways of reducing their regulatory burdens. Frank Partooy (1999, p.684)^ describes 
client pressure in this way: “[0]nce regulation ... incorporates ratings, rating agencies begin to 
sell not only information but also valuable property rights associated with compliance with the 
regulation.” As ratings became more widely used in trigger clauses in bond contracts, strong 
ratings conveyed additional benefits to the issuer. 

Of course, a concern for protecting their reputations can act as a healthy counterincentive. 
Studies of ratings accuracy during the 20*** century find that SROs have done a reasonably good 
job of predicting the probability of default of corporate bonds relative to regulatory indicators** of 
default risk and market measures of default risk. Still, grade inflation has occurred. Caouette ^ 
aL (2008) observe that though the ratings do represent relative risks (on average) reasonably 
well, they are less reliable as indicators of absolute credit risks; default probabilities associated 
with specific rating levels drift over time and therefore need to be frequently updated.^ 

The spread of photocopying technology facilitated unauthorized reproduction of SRO 
rating manuals, which undermined the traditional user-pays revenue model. SROs responded by 


by not less than two ratings manuals." The latter phrasing, referring to recognized raters, was attacked as placing 
too much authority in the private rating agencies, and on that ground it was deleted from the regulation in 1938, 
although In a less formal way it remained in effect with regulators. For additional details see Richard Syila, 2002, 
"An Historical Primer on the Business of Credit Rating," in Ratings, Rating Agencies, and the Global Financial 
System, edited by Richard M. Levich, Giovanni Majnoni, and Carmen Reinhart, The New York University Salomon 
Center Series on Financial Markets and Institutions, Kluwer Academic Publishers, pp. 19-40. 

^ Frank Partnoy, 1999, "The Siske! and Ebert of Financial Markets? Two Thumbs Down for the Credit Rating 
Agencies," Washington University Law Quarterly, 77, October. 

“ For example, Hickman (1960) used legal investment lists for savings banks adopted by regulatory authorities in 
the states of Maine, Massachusetts, and New York as an indicator of regulatory ratings. For additional details see 
W. Braddock Hickman, 1960, Statistical Measures of Corporate Bond Financing since 1900, Princeton: Princeton 
University Press. 

^See J. Caouette, E. Altman, P. Narayanan, Managing Credit Risk, 2'*^ edition, John Wiley & Sons, NY, 2008. The 
expected doilar-denominated default rate on non-investment grade corporate bonds in 1984 was 1.6% per year, 
but is now 3.9% per year. As late as 2007, Fitch reported that the default rate on structured products through 
2006 was similar or lower than that on corporate bonds. Subsequently, results for structured products 
deteriorated sharply. 
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shifting to a business plan in which the issuer pays for their services. This plan intensified SRO 
conflicts of interest with issuers. Issuers and underwriters actively shopped for ratings and were 
unwilling to pay for ratings they deemed too low.* In the case of the newer securitized debt, 
pressure for favorable ratings has been particularly intense because the large undenvriters of 
structured debt could direct substantial future revenue to a cooperative NRSRO, thus increasing 
the potential for undue influence. SROs argued that concern for maintaining their reputational 
capital would nevertheless insulate ratings decisions on securitized debt from undue influence by 
issuers. This argument became increasingly less persuasive as income from rating structured 
debt began to increase sharply and account for almost half of the revenues of the three dominant 
firms. 

A further weakness inherent in issuer-pays arrangements is that they undercut SRO 
incentives to monitor and downgrade securities in the post-issuance market. The re-rating of 
securities is usually paid for by a maintenance fee that is collected in advance from each issuer. 
Few issuers are eager to be monitored closely, especially when monitoring is apt to result in 
downgrades, and so it is not surprising that ratings are seldom downgraded until long after public 
information has signaled an obvious deterioration in an issuer’s probability of default.’ 

Not until 1975 did the SEC confront the problem of how to determine whether a 
particular SRO could be relied upon to provide ratings of sufficiently high quality that they could 
be used in the regulatory process. The SEC’s solution to this problem was to certify particular 
SROs as meeting sufficiently high standards to be designated by the SEC as an NRSRO. Other 

‘ The June 2008 settlement between the New York Attorney General and the ratings agencies mandated charging 
separate fees for indicative ratings. While the intent was to reduce shopping for ratings, some FER members 
raised concerns that it may have the opposite effect fay lending tacit official approval to the practice of shopping 
for ratings. 

’ E. Altman, H Rijken, "How Rating Agencies Achieve Rating Stability," Journal of Banking & Finance, 28 (2004), 
2629-2714, and E. Altman & H. Rijken, "A Point in Time Perspective on Through the Cycle Ratings," Financial 
Analysts Journal, 62, No. 1, (2006), 54-70. 
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regulatory agencies. Congress, and many private agreements made use of the SEC’s designation 
of qualified NRSROs. For potential new entrants to the ratings industry, the costs and 
uncertainty of obtaining NRSRO status imposed an additional, legal barrier on top of their 
already substantial reputational disadvantage. From 1975 to 2002, although the SEC received 
numerous applications from entities in the United States and abroad, only one new general- 
purpose NRSRO was approved. 

The NRSRO designation strengthened the market power of the dominant three incumbent 
firms: Moody’s, Fitch, and Standard & Poors. In turn, the oligopolistic position these firms 
enjoy reduces their incentives to compete in ratings methods and procedures. For example, even 
though SROs inevitably lack long histories and through-the-cycle data on innovative 
instruments, they have all been slow to draw on the information generated by derivatives trading 
(especially in credit default swaps) and from secondary markets for debt and equity, both of 
which would help them analyze potential defaults in a forward-looking context. Nor have SROs 
developed procedures for supplying information on correlations that investors need to protect 
against concentrations in risk exposure that might exist in a portfolio of securities. 

Despite the potential benefits of strengthening competitive forces in the SRO industry, 
the three major NRSROs have been permitted to acquire competitors virtually without 
challenge.* The FER believes that the regulators could enhance competition among SROs by 
more vigorous application of antitrust policy. Although the SEC recently recognized a handful 
of additional firms as NRSROs in the last two years in response to pressure from Congress to 
ease barriers to entry, it will take considerable time for new entrants to wean much market share 
away from the three dominant firms. 

® For example, Moody's purchased the market-based credit risk and portfolio management firm, KMV, in 2001 and 
Duff & Phelps was purchased by Fitch in the early 1990s. Although KMV was not formally an NRSRO, it competed 
directly with NRSRO firms. 

6 
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FER’s Evaluation of SEC Proposals for Reform 

Because some market participants are bound to base investment decisions primarily on 
credit ratings, efforts to improve ratings quality are important. In June, the SEC proposed 
several ways to improve the work of SROs and to increase competition in the ratings industry in 
three ways. The avowed and laudable purpose of these proposals is to foster increased 
transparency, accountability, and competition in the credit rating industry for the benefit of 
investors. The precise models used by SROs are proprietary and to encourage an individual SRO 
to invest in improving its models, the models themselves must remain proprietary. At the same 
time, to hold SROs accountable for their performance requires that each SRO release enough 
information on data input into its models to allow outside experts to verify its conclusions or 
provide alternative results. 

The SEC’s first proposal seeks to mitigate conflicts of interest, enhance disclosures, and 
improve internal policies and business practices at SROs. The second proposal would require 
NRSROs to differentiate the ratings on structured products from those that they issue on 
traditional bonds and loans, and perhaps to provide a timely and relevant accompanying 
narrative. The third proposal would nearly eliminate the role of ratings in SEC regulations. FER 
supports the thrust of each proposal. To explain why, we discuss each in turn. 

In the important areas of disclosure and incentive conflicts, the SEC’s first proposal 
would require SROs to: 
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• Publish all ratings and subsequent re-ratings in ways that facilitate comparisons of SRO 
performance in a timely manner. Disclosures would include performance statistics for 
spans of 1, 3, and 10 years within each rating category.^ 

• Disclose all information used to determine ratings for structured products. In addition, 
this would require each SRO to explain whether and how it might rely on the due 
diligence of others to verify the character of the assets underlying a structured product 
and to include sufficient information on the changing value of underlying assets to permit 
outside analysts (i.c., persons who are not paid by the issuer) to evaluate the riskiness of 
the structured claims issued against them. 

• Explain how frequently credit ratings are reviewed, whether different models are used for 
ratings surveillance than for setting an initial rating, and whether, when changes are made 
in an SRO’s models and procedures, they are applied retroactively to existing ratings. 

The PER is less enthusiastic about the SEC’s proposed prohibition against letting an SRO act as 
both a rater of and a paid advisor for a tranched securitization. Although we appreciate that 
acting in these dual capacities intensifies SROs’ conflicts of interest, we believe that the 
customary industry practice of presenting alternative structures for an SRO to rate makes it 
impossible for the courts to distinguish ratings services from advisory services in a definitive 
way. Moreover, we believe the enhanced disclosures will ease this conflict of interest. 

The SEC or Congress might also impose disclosure requirements on issuers. Every US 

issuer of securitized claims could be required to provide a monthly balance sheet and income 

statement for each and every securitization structure it creates, even if the securities are to be 

’ Although SROs provide data on default rates for bonds and loans by rating categories, data on structured 
products have been provided less frequently and ought to be published faster and more extensively in times of 
market turmoil. 
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marketed offshore. The revenue-generating pool of underlying assets constitutes the structure’s 
assets and the tranches set by the securitization structure constitute claims against these assets. 
When underlying assets lose value, whether through rating downgrades or outright defaults, 
prospective revenues diminish and the values of affected tranches deteriorate. These easy-to- 
interpret disclosures would make pending deteriorations in cash flows more visible to investors 
and permit the joint distribution of risk statistics for the various tranches to be studied more 
effectively. 

The SEC’s second proposal seeks to differentiate ratings on securitizations in the future 
from those on ordinary bonds. Because of their imbedded leverage, securitized instruments may 
have a much deeper downside loss exposure than ordinary bonds. Using the same grading scale 
for both kinds of instruments reduces the effectiveness of restraints on institutional risk taking 
built into longstanding regulatory protocols- This renders many inherited regulatory strategies 
obsolete and was bound to confuse at least some investors. As an estimate, every credit rating 
carries a calculable margin for error. Introducing a differentiated scale is one way to alert 
investors that downside margins for error are much larger for securitized claims than for ordinary 
debt. Because imbedded leverage and downside margins for error grow larger when claims on 
an underlying asset pool are tranched and retranched, SROs should be required to express ratings 
on securitized debt in a two-dimensional fashion (i.c., with an accompanying estimate of their 
particular margin for error). This would be much more useful than merely developing a separate 
scale for securitized instruments. SROs might either use estimates of potential downside 
variability to rate claims in an interval framework (e.g., a particular rating might be expressed as 
lying in the range from A to AAA) or prepare and publish the volatility estimates themselves. 
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The SEC’s third proposal addresses its practice of basing rules and reporting procedures 
on NRSRO ratings. The concern is that the use of NRSRO ratings in supervision 
simultaneously outsources some of the regulatory authority’s political accountability to profit- 
making firms and appears to confer an official seal of approval on their methods that might 
reduce the willingness of other parties to undertake due diligence and invest in securities 
analysis. The SEC proposes to remove references to NRSRO ratings from virtually all of its 
rules and protocols.*** 

The FER discussion divided references to NRSRO ratings in SEC regulations into two 
categories; prescriptive mandates that tell asset managers what they must do and quasi- safe- 
harbor provisions that provide firms, managers and directors some protection from liability for 
adverse outcomes. 

The FER strongly endorses eliminating from SEC regulations every prescriptive mandate 
that is or would be based solely on credit ratings set by NRSROs. We believe this will have 
three advantages. First, the prudence of investment decisions must ultimately be evaluated in a 
portfolio context and cannot be assured by constraining the credit quality of individual assets an 
institution holds, regardless of how accurate the SRO ratings might be. Second, depriving SRO 
ratings of regulatory consequences wilt remove a major source of pressure for ratings inflation. 
Third, in the absence of SEC mandates, managers and directors can and will subject the prudence 
of their decisionmaking to review by a much wider array of outside monitors. In particular, they 

An exception is drawn for rules and forms that "relate to non-public reporting or recordkeeping requirements 
used to evaluate the financial stability of large brokers or dealers or their counterparties and are unlikely to 
contribute to any undue reliance on NRSRO ratings by market participants." (Quoted from SEC 17 CFR Farts 229, 
230, and 240, Release No. 33-8940; 34-458071; File No. S7-18-08, p. 5.) These include rules which impose certain 
recordkeeping and reporting requirements for holding companies that own broker-dealers and of supervised 
investment-bank holding companies and reports regarding the risk exposures of large broker-dealers and OTC 
derivatives dealers. 
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will expand their use of directors and officers insurance and introduce letters of assurance from 
well-respected experts. Whether or not these other monitors aspire to attain SRO status, they 
would supplement, extend, and challenge the assessments of individual securities made by 
SROs, thereby injecting valuable competition into the market for rating services. 

The PER found it harder to assess the net benefits of quasi- safe- harbors (offered mainly 
to directors and officers of money market mutual funds) based on credit ratings. ' ' Some 
members felt that removal of quasi-safe- harbors would yield benefits from increased managerial 
diligence and reduced pressures for grade inflation that would more than offset the increased 
compliance costs and costs of defending nuisance lawsuits. Other members believed that there 
are efficiencies to be achieved by use of intermediaries specialized in credit review. They argued 
that the rating requirements for money market mutual funds had worked reasonably well (apart 
from the current credit crisis) and that increased compliance costs, especially for smaller funds, 
would swamp any benefits that might emerge from increased managerial effort. Moreover, it 
was agreed that retaining this role for NRSROs would provide SROs with an incentive to register 
for NRSRO status and comply with the enhanced disclosure requirements. Even if the SEC 
should decide to continue to offer quasi- safe- harbors based on credit ratings, requiring a new 
ratings scale for securitized debt means that the content of such provisions has to be analyzed 
afresh to acknowledge the implications of the distinctions created. A new scale will similarly 
force banking agencies and state regulatory bodies to rethink and rephrase all rules and 
regulations that rely on credit ratings. In view of the importance of regulation-induced 
innovation in creating fmaneial turmoil, such rethinking is long overdue. 

Im plications for Other Regulators 

“ This protection is at best a quasi- safe- harbor because rule 2a-7(c) (3) states that the board must take into 
consideration "factors pertaining to credit quality in addition to any rating." It might better be viewed as indicative 
guidance. 
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Although the SEC stressed that it had consulted with the President’s Working Group on 
Financial Markets, the Financial Stability Forum and the Technical Committee of the 
International Organization of Securities Commissions (IOSCO), the SEC’s proposed removal of 
references to ratings in its regulations diverges sharply from reform strategies currently being 
implemented by other regulators in the US and abroad. For example, the Treasury’s temporary 
insurance of money market mutual funds relies on compliance with rule 2a-7 that relies on rating 
as a useful indicative guidance, and the Treasury’s recent plan to recapitalize banks will be 
contingent on ratings to some extent. FER sees the SEC’s third proposal as providing a timely 
challenge to other regulators to reexamine the extent to which they plan to employ SRO ratings 
in their own regulatory schemes. 

Although new rules and enhanced supervision might induce slightly better SRO 
performance, it is unlikely that increased government oversight of the production of credit 
ratings can improve SRO performance over time and improve the performance of investment 
managers as effectively as market forces can. It is particularly important for banking regulators 
to reconsider their reliance on ratings decisions. By adopting Basel II, they are linking minimum 
capital requirements for some banks to ratings issued by whatever SROs they recognize in each 
individual nation. Some banks will be free to use Basel II’s Standardized Approach, which the 
European Union and Japan have already begun to implement and is proposed for implementation 
in the United States. In this scheme, capital charges are assigned to each bank’s assets according 
to their credit ratings, with unrated assets receiving a 1 00% risk weight. Since loss reserves are 
already based on anticipated losses, capital requirements are intended to provide a buffer against 
unexpected risks. Thus, it is illogical to use credit ratings to establish capital requirements, since 
they convey no information about the volatility of an asset’s return around expected loss 


12 



85 


experience. In addition, ratings may be useful for establishing loss reserves for particular assets, 
but they say nothing about how a bank’s net worth or its portfolio of assets may vary in value. 
The amount of capital that must be set aside to achieve a particular target level of safety has to be 
linked explicitly to measures of the volatility of its earnings, not asset ratings. 

Since the subprime crisis has had a world-wide reach, regulatory authorities in other 
countries are also thinking about how to regulate SROs. Despite the SEC’s attempt to coordinate 
its actions with IOSCO, it is clear that different countries may respond to the crisis in different 
ways. The use of ratings is hard-wired into many European Union regulations. The EU’s 
internal market commissioner is thinking of introducing some exacting regulatory requirements 
to make sure ratings are not “tainted” by the conflicts of interest inherent to the ratings business. 
The European Commission has proposed a registration and oversight regime that would have 
two features. The first charges the Committee of European Securities Regulators (CESR) with 
the responsibility for choosing an individual country to register, coordinate and consolidate 
oversight of individual SROs. The second creates a central supervisor, financed from the EU 
budget, to license rating organizations. As capital markets become more closely integrated, 
ratings organizations are bound to find it difficult to operate under different rules in different 
locations. Also differences in rules would complicate cross-country comparisons of ratings for 
investors and regulators. If a single supervisory approach is to be adopted, PER strongly 
supports the SEC’s strategy which relies on greater transparency, increased competition and the 
abandonment of the practice of incorporating NRSRO ratings in regulatory mandates. The PER 
hopes that other regulators will follow the SEC’s lead. 
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Table 1 . Estimated Size of the Global Asset -Backed Securities (ABS) Securitization Market 
Classified by Collateral Employed 

(in billions of dollars) 


Prime Mortgage-Backed Securities 

$3,800 

Subprime Mortgage-Backed Securities 

$780 

Commercial Mortgage-Backed Securities 

$940 

Consumer ABS 

$650 

High-Grade Corporate Debt 


High-Yield Corporate Debt 

$600 

Collateralized Debt Obligations 

$400 

Collateralized Loan Obligations 

$350 

Other ABS 

$1,100 

Total 

$11,920 


Source: Compiled from a variety of sources including Goldman Sachs, JP Morgan Chase & Co, 


Lehman Brothers, Markit.com, Merrill Lynch and IMF Staff estimates 
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Mr. D’ Amato. Mr. Chairman, let me go on to say that reference 
was made to the debacle that took place at Enron and that took 
place in corporate America, and things were done to deal with that. 
That doesn’t mean we have a perfect system today, but you did 
have an analogy that was striking in terms of conflicts, and it un- 
dermines the credibility of organizations that people are dependent 
upon. 

Our accounting industry was subverted for a while when you had 
accountants, the big three, the big four, who were not only audit- 
ing, but being paid as advisers. We stopped that. You can’t be an 
adviser today to a public company and be an auditor. And that is 
as it should be because inherently there is a conflict to both being 
an adviser and an auditor. 

And Mr. Chairman and members of the committee, that inherent 
conflict of interest exists today. And all this business about, let me 
tell you. Every one of the big three rating agencies tell you they 
want competition. First of all, there is no competition really. They 
enjoy 90 percent of it. They have the stamp of approval from the 
SEC. The way to really provide competition and get the most mod- 
ern methodologies involved today, and there is a way to do that, 
is to see to it that there is a ban on issuers being paid, or paying 
rating agencies. 

It is rather simplistic, but that is where we should start, and 
that is the nub of the problem. 

Thank you, Mr. Chairman. 

[The prepared statement of Hon. Alfonse M. D’Amato follows:] 
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Testimony of the Honorable Alfonse M. D'Amato before US House 
Committee on Oversight and Government Reform 

Thank you, Mr. Chairman, for giving me the opportunity to testify 
before your committee today on the topic of credit rating agencies and 
the role they played in the recent financial crisis. Their failure to 
adequately protect the interest of the investing public caused 
homeowners, small businesses, and investors in mortgage backed 
securities everywhere to suffer. 

Credit rating agencies, SRO's, began life providing legitimate 
investment tools that allowed investors to evaluate securities. Once 
the system changed to one where issuers pay for agencies to rate their 
securities, the stage was set for the trouble we have today. Add the 
fact that a select few ratings agencies had the imprimatur of SEC 
recognition as Nationally Recognized Statistical Rating Organizations 
(NSRO's) with a near monopoly on their services, and the opportunity 
for bad results multiplied. 

The debacle of the sub-prime mortgage crisis could not have taken 
place without the total complicity of these credit rating agencies. Until 
today and this hearing, we have not had a comprehensive investigation 
relating to how these services- Moody's, Standard & Poor's, Fitch, and 
others- could have given triple-A rating to securities that clearly 
deserved junk bond rating. 

CNBC aired a magnificent expose titled "House of Cards" in which they 
documented the shocking abdication of responsibility by the rating 
agencies. It becomes quite clear after an interview with Anne Rutledge, 
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one of Moody's own securities raters, that rating agencies looked the 
other way because they were afraid to lose business from Wall Street. 

Unless there is some liability attached to their actions, rating agencies 
will have no real incentive to clean up their act. The testimony the 
committee is receiving today from another brave former Moody's 
analyst about the apparently continuing problem of overrating dubious 
securities and the "moral responsibility" he accepts for this problem 
underscores the need for action. 

Credit rating agencies have such obvious conflicts of interest and were 
so derelict in their responsibilities to the investing public in the past few 
years that their opinions should now be heavily discounted. They have 
lost credibility - for as the very word credit itself comes from the Latin 
credere "to trust or believe", their pronouncements simply are no 
longer believable. 

Their failure to detect obvious flaws in the financial products they were 
evaluating was like not crying fire in a burning theater. And given that 
they were so clearly incentivized to favorably rate their clients' 
offerings, in effect put the firebug in charge of the fire alarm. 

This will not change unless the SEC puts real teeth in its proposed new 
rating agency rules. Until now the SEC has been too timid and lax in its 
response. The recent SEC vote to consider amending Commission rules 
to subject rating agencies to liability when a rating is used in connection 
with a registered offering is a step in the right direction, but it is one 
that should have been taken long ago and should not take forever to 
implement. 
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The prestigious Financial Economists Roundtable has made several 
suggestions for reform in this area that should be acted upon. I have 
discussed their recommendations at length with Professor Edward 
Altman of NYU's Stern School of Business, a distinguished scholar and 
one of the co-authors of the FER's Statement "Reforming The role of 
Statistical Ratings Organizations in the Securitization Process". With 
your permission, I will offer their entire Statement for inclusion in the 
record. If I might just quote the following recommendations: 

"The FER [supports].... Credit-rating reform. [It] supports strategies 
designed to improve credit rating agencies' incentives by increasing the 
transparency of their modeling practices and holding their 
managements accountable for negligent ratings errors. " 

"....FER challenges the wisdom of incorporating SRO ratings in securities 
and banking regulations issued by governmental entities." (Doing so is 
like relying on Bernie Madoff's accountant to ascertain if his books 
were in order.) 

"... [it] recommends thatSROs be required to state an express margin 
for error in their ratings for every tranche of securitized instruments." 

[Finally], "Every US issuer of securitized claims could be required to 
provide a monthly balance sheet and income statement for each and 
every securitization structure it creates." 

Along with these reforms I would go one step further and support the 
SEC's proposed prohibition against letting a rating agency act as both a 
rater of and a paid advisor for securities issuers, as these dual capacities 
unavoidably creates conflicts of interest. The analogy I would use here 
is that of the conflicts that undermined the credibility of accounting 
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firms in the past wherein they both audited and advised certain clients. 
It is inherently a conflict of interest to be both an advisor and auditor, 
and it is inherently a conflict of interest to be both an advisor and a 
rater. 

The SEC should consider new models for sanctioning credit rating 
agencies that increases the number of approved raters. It should seek 
advice from an outside panel of experts to vet and approve new rating 
agencies that doesn't shut out more thorough approaches to credit 
rating, including models that more accurately predict the probability of 
securities default. It should devise a way to prevent issuers from buying 
good ratings by requiring them to pay rating fees into a pool that would 
then be drawn on independently of the issuers by the SEC to retain 
rating agencies and give unbiased, un-conflicted opinions. 

In conclusion, the stability of our entire financial system rests on 
credible, objective, conflict-free analysis of securities. If we do not 
shore up this pillar of US economic security, the economy will continue 
to suffer from a lack of confidence in both our financial institutions and 
our government. The time to act is now. 


4 



93 


Chairman TOWNS. Thank you very much for your testimony, Sen- 
ator D’Amato. 

Mr. Abrams. 


STATEMENT OF FLOYD ABRAMS 

Mr. Abrams. Good morning. Thank you very much for inviting 
me, Mr. Chairman and Mr. Ranking Member. 

I would like to say, first, it is good to have Senator D’Amato back 
in town. We all miss him. I come from New York, so I can say that 
freely. 

I am appearing on my own behalf today because I was asked by 
the committee to come, which is to say I was not designated by my 
client to come. But I do want you to know that I represent Stand- 
ard & Poor’s and have, and represented them for over 20 years, 
and I have represented the McGraw-Hill Co., their parent, for over 
20 years. 

Chairman TOWNS. But I am impressed that you represent the 
Brooklyn Library. 

Mr. Abrams. So I am here to talk, at least in the first instance, 
about the issue of liability and the questions and issues raised in 
part by the new discussion draft released by Representative Kan- 
jorski, because I thought that I could add something from the fact 
that I represent Standard & Poor’s in now over 30 litigations com- 
menced around the country after and as a result of the economic 
collapse that has occurred. 

Those litigations are of lots of different sorts, under lots of dif- 
ferent statutes. Federal, State and common law theories. The pro- 
posal before Congress now, at least in the discussion draft, is to 
amend the 1934 Securities Act, which is a fraud statute. And I 
come here to urge you to try to see that three principles are ad- 
hered to, if you should amendment that act. 

The first is that we should adhere to the core principle of the act 
that currently exists, the 1934 Act, which is liability for knowing 
or reckless misconduct, as distinct from allegedly negligent mis- 
conduct, not what is argued by someone to be unreasonable, but by 
doing something in bad faith, intentionally, on purpose. 

Mr. Kolchinsky, who sat in Senator D’Amato’s seat a few min- 
utes ago, had the legal test right when he articulated to you what 
he thought the test was. If a rating agency or anyone else issues 
a rating or does something in the securities field where they are 
saying something they don’t believe in, that they either know or 
think is false, if they do that, they can be held liable. And my view 
is that you ought to continue to adhere to that standard, whatever 
else you do. 

The second thing I think you should do is to treat every defend- 
ant equally. Rating agencies should be singled out so that they 
wind up in a situation where if a rating agency, an accounting 
firm, and a securities analyst are in the same case, you have dif- 
ferent legal standards apply to the three of them. They should be 
the same legal standards, whatever they are. 

And the third is that whatever you do, you ought to do some- 
thing which is as pro-competitive as possible. And what I mean by 
that is that there are proposals now in the discussion draft, for ex- 
ample, which I consider extraordinarily anti-competitive. There is 
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a proposal, for example, which would say in so many words that 
rating agencies have to share all the information they gather with 
all the other NRSROs that exist, to investigate everything that 
comes in from all those other rating agencies, to review them, and 
to be liable if another rating agency does something which is 
against the law. This is what the draft statute calls joint liability. 

I think that is not a good idea. I don’t think it is fair. I don’t 
think it is deserved. I also know it is uninsurable. And I ask, who 
is going to go into this business? Who are the new NRSROs going 
to be if you enact legislation of that sort? 

So I conclude, then, with the notion that with those principles 
outstanding, you can change the statute if you think it is necessary 
to do so. I can assure you on personal knowledge there is lots of 
litigation against rating agencies in the multi-billions of dollars 
going on right now. 

Thank you. 

[The prepared statement of Mr. Abrams follows:] 



95 


TESTIMONY OF FLOYD ABRAMS 
BEFORE 

THE COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM 
UNITED STATES HOUSE OF REPRESENTATIVES 


September 24, 2009 



96 


Mr. Chairman, Mr. Ranking Member, Members of the Committee, good morning. My 
name is Floyd Abrams. I am a senior partner in the law firm of Cahill Gordon & Reindel LLP 
and I appear today, at your invitation, to discuss issues relating to the imposition of liability on 
credit rating agencies. It is an honor for me to be here. 

I appear on my own behalf today and not on behalf of any client. My law firm has served 
as outside counsel to The McGraw-Hill Companies, Inc. (“McGraw-Hill”), and its subsidiary. 
Standard & Poor’s Ratings Services, LLC (“S&P”) on a variety of matters for over 20 years. 
Lately, I have spent much of my time defending both companies in a wide array of lawsuits in 
state and federal court, many arising out of S&P’s recent credit ratings on certain structured 
finance securities backed by residential mortgages. There are almost three dozen of these 
lawsuits currently pending, In these cases, plaintiffs are seeking — literally — tens of billions of 
dollars in damages. 

In my testimony today, I will discuss some of these pending cases, along with recent 
proposals to amend the pleading standards in new cases brought against S&P and other 
Nationally Recognized Statistical Rating Organizations (“NRSROs”). I will also address certain 
protections that apply to S&P and other rating agencies under the First Amendment to the United 
States Constitution. 

Pending Litigation Against NRSROs 

S&P is cuirently facing a number of litigations related to its ratings, including its ratings 
on certain mortgage-backed securities. These cases have been brought in state and federal courts 
around the country and have included a wide array of claims based on a wide range of theories. 
Cases rooted in federal law have been brought under statutes as distinct as the federal securities 
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laws and ERISA. Cases commenced under state or common law seek recovery on grounds 
ranging from negligent misrepresentation to breach of contract to fraud. And lots of other 
theories as well. I may disagree with plaintiffs’ lawyers on a lot of subjects but no one can deny 
their creativity in conjuring up theories upon which to base lawsuits. 

Although most of these cases are still in their early stages, courts have begun issuing 
rulings in some of them. In one case in which a judicial opinion was issued three weeks ago, a 
federal court in the Southern District of New York dismissed most claims by lie Abu Dhabi 
Commercial Bank and another plaintiff but concluded that enough facts had been asserted 
(although not, of course, proved) to allow a claim for common law fraud against S&P and 
another NRSRO to go forward.' The Abu Dhabi suit relates to rating opinions on a structured 
investment vehicle that held, among other things, residential mortgage-backed securities. When 
the securities issued by the vehicle defaulted, the plaintiffs sought to recover their claimed losses 
from rating agencies and others, asserting, among other things, that they would not have 
purchased the securities - valued in billions of dollars - were it not for the supposedly inflated 
credit ratings. 

The plaintiffs are seeking significant damages in the Abu Dhabi case. More immediately, 
S&P will now have to incur the extensive costs associated with sweeping and burdensome 
discovery above and beyond the costs it has already incurred in that case in turning over 
thousands of documents before the court’s decision. 


Abu Dhabi Commercial Bank v. Morgan Stanley & Co., 2009 WL 2828018 (S.D.N.Y., Sept. 2, 
2009). 
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In another case, dso in the Southern District of New York, the court let a federal 
securities fraud case continue against Moody’s imder SEC Rule lOb-5. In that case, the court 
held that the plaintiffs had sufficiently alleged various actionable misstatements. Another 
NRSRO, Fitch Ratings, has also been sued, along with S&P and Moody’s, in a number of actions 
over its rating opinions, including its ratings on mortgage-backed securities. 

Although S&P intends to contest all claims against it vigorously and believes it will 
ultimately prevail, there can be no doubt that ongoing multi-billion dollar claims certainly reflect 
the availability of legal redress if it is warranted. 

Proposals to Amend The Pleading Standard in Cases Against NRSROs 

In the midst of these litigations, Congress is considering various proposals to increase 
further oversight of NRSROs by the SEC (most of which S&P takes no issue with) as well as at 
least one legislative proposal that could be read to lower the pleading standard in securities fraud 
cases against NRSROs and which would make NRSROs uniquely vulnerable to a flood of 
additional and still more cosily litigations. 

Before discussing this ptential change in the law, I think it is important to address 
briefly the current state of the law on securities fraud and how it treats NRSROs and other 
defendants. Under the Private Securities Litigation Reform Act, passed in 1995, a plaintiff 
seeking to recover against any defendant for securities fraud under Rule lOb-5 must allege 
particular facts providing a strong inference that the defendant acted with “scienter,” which is 
another way of saying that the defendant acted in bad faith. This standard was imposed by 
Congress in a uniform manner in order to prevent strike suits, in which plaintiffs’ lawyers fie 
weak, sometimes frivolous, claims that are designed to extract settlements from defendants that 
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would rather avoid the high cost and inherent risks of large litigations, even if they are entirely 
without merit. Congressional support for the PSLRA’s heightened pleading standard was strong 
and came from both sides of the aisle. 

One proposal currently pending in Congress could undo this standard for claims against 
NRSROs — and only NRSROs. Specifically, this bill, as drafted, could be read to permit 
securities fraud claims against NRSROs based not on allegations that they acted in bad faith, but 
instead that they failed to conduct a “reasonable investigation” of a rated security, or failed to 
obtain “reasonable verification” of the facts underlying their rating. Plaintiffs’ lawyers will 
surely argue that this bill represents a complete departure from the PSLRA, and provides for 
claims against NRSROs — and again, only NRSROs — even where they issued their ratings in 
complete good faith 

UiKler such a framework, if a plaintiffs’ lawyer were to bring a securities fraud suit 
against three defendants, a securities analyst, an auditor and an NRSRO, the plaintiff would have 
to allege that the securities analyst and auditor acted in bad faith but, with respect to the NRSRO, 
would argue that it need to allege only that the NRSRO acted “unreasonably.” Different 
standards would apply in the same case. I respectfully submit that any such change is both unfair 
and unjustified. There is simply no basis for providing ratings of debt instruments with less legal 
protection than that afforded to recommendations to buy or sell stocks. 

Potential Harms Resulting From An Amended Pleading Standard 

Any law that subjected NRSROs to the prospect of liability by way of hindsight for 
opinions issued in good faith would be affirmatively harmful to the markets. In this respect, it is 
important to focus on what a credit rating really is and what it is not. A rating is not a statement 
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of existing fact. It cannot be since it is an opinion about the future. Nor is it some sort of 
guarantee of performance. It is, by its nature, a forward-looking opinion that speaks primarily to 
the likelihood that a particular security or obligor will default in the future. Market participants 
have long understood that some portion of rated debt — even highly rated debt — will ultimately 
be downgraded and, in some cases, default as issuers encounter financial difficulties, the markets 
they operate in shrink or economies go into recession. This has been borne out over the years in 
default and transition studies which show that rated entities across the spectrum, including some 
AAA-rated securities, have historically defaulted, albeit with increasing frequency at lower 
rating levels. This is the case even where the NRSRO’s work is beyond criticism That some 
percentage of defaults occur is not evidence that the initial ratings were “too high,” “too low” 
(we have one case alleging that too) or otherwise “inaccurate.” 

If S&P could be liable under the securities laws even where it acts in good faith, 
plaintiffs’ lawyers would have an irresistible incentive to file suit against it any time rated 
securities default, or even when they are simply downgraded. The opportunities for such second- 
guessing would be fegion since at any moment S&P rates trillions of dollars of debt. This 
dynamic could create the potential for an unprecedented number of suits from an unknown but 
vast class of potential plaintiffs. Although there would be an opportunity in these cases fer S&P 
to contest clams that it had acted “unreasonably” in investigating and verifying the information 
used to formulate its ratings, the reality is that the cost of putting up this defense every time 
disappointed investors bring suit could be prohibitively high, giving rise to the very problem that 
the PSLRA was intended to address. 
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The harnis I refer to would not just be limited to increased litigation costs. They would 
extend across the market as a whole. Among other things: 

• There could be less comprehensive ratings analysis — Expanding the potential 
for litigation against NRSROs would create incentives for NRSROs to narrow the 
scope of their rating analysis in order, again, to minimize the areas for potential 
second-guessing by plaintiffs’ lawyers. For example, a number of NRSROs 
consider projections prepared by management when rating corporations, public 
finance issuers, and others. Performing a “reasonable verification” of such 
projections would be difficult if not impossible to do, yet the liability risk for 
failing to do so would be enormous. Faced with this choice, an NRSRO might 
decide to stop taking such information into account. Ratings would thus become 
more backward- looking and, as a consequence, less geared towards their primary 
purpose: an assessment of likely credit quality on a going forward basis. 

• NRSROs could adopt a homogeneous approach — Exposing NRSROs to new 
expansive liability could well lead to a more homogeneous approach to ratings, 
resulting in less diversity of opinion and strong disincentives for analytical 
innovation. Faced with potential liability under the proposed standard, NRSROs 
across the board would have strong incentives to adopt only those processes that 
courts deem “reasonable,” even if they believe a different approach might be 
more appropriate analytically. 

• The market would have access to fewer ratings — The proposal could also 
result in the scaling-back of ratings coverage, with the most profound impact felt 
by newer and smaller issuers. Faced with a dramatic increase in liability risk, 
NRSROs would likely rate only those entities and securities that are least likely to 
default or be downgraded or which have a long history of providing the highest 
quality data. As a result, issuers which are relatively new to the debt markets may 
have a difficult time getting rated and, therefore, greater difficulty accessing 
capital. 

• NRSROs may avoid downgrades to limit liability — Ratings are, as I have said, 
forward-looking opinions. As such, they sometimes change as the economy does 
or updated facts about a rated entity or security become available. Some rated 
securities inevitably default; others are downgraded as new facts surface. If 
NRSROs could be sued every time an obligor or security is downgraded or 
defaults, the ratings process itself could be distorted so as to avoid downgrading 
ratings even if circumstances warrant, thus lowering their potential exposure. 

Let me be clear. I am not urging that S&P should receive any special treatment in a securities 

fraud suit brought under Rule lOb-5. I am simply saying that there is no basis for — and there 
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would be harmful consequences resulting from — any effort to subject NRSROs to a different, 
more relaxed, pleading standard than the one that applies to all other defendants. 

I also want to be clear that S&P has supported efforts by some in Congress and within the 
SEC seeking greater accountability by NRSROs. S&P has supported proposals to provide the 
SEC with stronger powers to ensure that NRSROs comply with their policies and procedures 
designed to promote independence and objectivity. S&P has also supported strengthened 
oversight of NRSROs by the Commission in the form of increased fines and other sanctions 
where NRSROs fail to comply with those policies and procedures. 

Put simply, increased regulatory oversight of NRSROs would provide a more direct, 
efficient and fair means of improving NRSROs’ accountability as compared to a special pleading 
standard that is not only unnecessary given the current law, but would also facilitate the filing of 
new, frivolous lawsuits and would very likely reduce the quality and transparency of credit rating 
analysis available to the market. 

Rating Agencies and the First Amendment 

I have also been asked to address certain protections that have been afforded to rating 
agencies under the First Amendment. In this regard, let me first say that while the First 
Amendment does protect rating agencies in certain circumstances, it does not provide immunity 
from all potential claims. Indeed, S&P and its parent company McGraw-Hill have filed many 
motions seeking the dismissal of the cases filed against them, the vast majority of which do not 
rely in any respect on the First Amendment. 

The First Amendment provides no defense against sufficiently pled allegations that a 
rating agency intentionally misled or defrauded investors. Thus, the First Amendment would not 
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and does not protect a rating agency in a Rule lOb-5 case — the very type of lawsuit that is 
addressed by the proposal I have been discussing today. Nor does it protect a rating agency if it 
issues a rating that does not reflect its actual opinion. In these cases, under the law as it currently 
stands, rating agencies are subject to the same standard as auditors, equity analysts and other 
defendants, and have no special defenses available to them. If there is any doubt about that, 
legislation could make it clearer still. 

In certain non- fraud cases, courts have recognized, for a variety of reasons, that credit 
ratings issued by S&P and other rating ^ncies are entitled to a level of First Amendment 
protection. These rulings focus less on the nature of ratings as opinions and more on the need to 
avoid chilling the speech of those who offer ratings lest they refrain from doing so to avoid the 
dangers of prolonged and potentially crppling litigation. Indeed, in the recent Ahu Dhabi 
discussion that I discussed earlier, the court recognized that it is generally “well-established that 
under typical circumstances, the First Amendment protects rating agencies, subject to an ‘actual 
malice’ exception, from liability arising out of their issuance of ratings and reports[.]’^ But in 
that very case, as I stated earlier, the court concluded, based on the plaintiff’s allegations, that the 
First Amendment did not preclude the case from going forward. 

As the Abu Dhabi case thus illustrates, the First Amendment does not provide immunity 
in all cases. That includes cases brought today under the very statute. Section 10(b) of the 
Securities Exchange Act of 1934, that would be affected by the proposed amendment in 
Congress, It also includes claims that meet the well-established standards for pleading common 


2009 WL 2828018, at *9. 
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law fraud. The First Amendment is not and has never served as some sort of absolute shield 
against all such claims. 

Conclusion 

I thank you for the opportunity to participate in this hearing, and I would be happy to 
answer any questions you may have. 
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Chairman TOWNS. Thank you very, very much for your testi- 
mony, Mr. Abrams. 

Mr. Baggesen. 

STATEMENT OF ERIC BAGGESEN 

Mr. Baggesen. Yes, good afternoon, Mr. Chairman. Thank you 
very much for inviting me here, and all the rest of the committee 
members, for hearing CalPERS’ voice and perspective on this issue. 

My name is Eric Baggesen. I am the Senior Investment Officer 
for Global Equity, which also incorporates our corporate govern- 
ance activities at CalPERS. We see the rating agency issue as one 
of governance. That is the reason that I am here. This is not simply 
about fixed income instruments. 

CalPERS is the largest State pension fund in the United States. 
We manage approximately $200 billion currently for 1.6 billion 
members — excuse me, million members, not billion, not yet. 
[Laughter.] 

We definitely rely on the quality and the integrity of market in- 
formation, and credit ratings are an important portion of that in- 
formation set. There is a public interest in ensuring that the infor- 
mation disseminated to investors is reliable, that the providers of 
the information are free from conflicts, and that there is account- 
ability, transparency and proper oversight of the delivery and the 
development of that information set. 

There are three components of information that we find critical 
to making investment decisions and positioning our investment 
portfolio. The first of those is financial information, constituting fi- 
nancial statements. Those financial statements are attested to by 
auditors. 

The next is governance-type information, where companies give 
us information about the activities of the organization in their 
prospectuses and the activities they have planned for the organiza- 
tion. 

And a third component of information is credit-worthiness. 

The first two of these, financial statements and governance infor- 
mation, are held to high standards of accountability and are highly 
regulated. The third, credit ratings, fall into a never-never land. 
They are not in the same category of integrity as the first two. 

If any of these components of information are weak and unreli- 
able, that weakened the entire financial system. There are a num- 
ber of entities that have attempted to quantify the impact of credit 
losses in the recent market dislocations that have happened over 
the last 2 years, and these figures currently run into the trillions 
of dollars. 

The credit rating agencies certainly had a role in that activity. 
Part of the market dislocation that we experienced potentially can 
be laid at the feet of rapidly shifting perspectives as to the credit- 
worthiness of various entities that existed in the marketplace. 
When you go from a highly rated entity to an entity that is vir- 
tually bankrupt overnight, that creates a huge amount of risk in 
the system, and that rolled through every aspect of the financial 
marketplace. 

CalPERS uses credit ratings in a number of different ways. The 
most prevalent area where we have credit ratings are in our policy 
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documents that guide how we structure our investment portfolios. 
Credit ratings are an integral part of that activity. They reflect the 
degree of risk-taking and return expectations that we have relative 
to a number of segments of our investment portfolio. 

Another area where these things impact CalPERS is the aspect 
that credit ratings are embedded in many of the market indices. As 
we engage in asset allocation activities, we look at market indices 
to tell us what is the risk and return profile of different investment 
categories. Credit ratings are an integral part of that, particularly 
in the fixed-income arena. 

In the third area, credit ratings are used to control the risk-tak- 
ing of outside investment managers, so we will oftentimes specify 
certain types of securities indicated by credit ratings as being ap- 
plicable to outside managers. 

Certainly, our fixed income portfolios make use of credit ratings, 
as well as their own research and activities. The credit rating agen- 
cies have a position where they have access to sets of information 
that we do not have in our own research activities at CalPERS. 

And to the extent in our global equity portfolio, we have approxi- 
mately 10,000 different securities contained within that portfolio 
globally. Many of those issuers are dependent on the attachment 
of a credit rating to allow them to access the capital markets as 
they execute their capital-raising activities. 

And the very last area that I see us using credit ratings is in the 
area of performance attribution. It helps us understand and dis- 
entangle whether investment managers are making money for 
CalPERS based on taking credit risk, whether they are taking du- 
ration risk, all of the different attributes that can be used in that. 

So there are a number of places that these things intersect with 
CalPERS’ activities. 

The organization has a number of proposals or concepts that they 
think will help you as you move forward with attempting to ad- 
dress these issues. We do believe that the compensation model is 
a problem. We certainly support the SEC’s actions. We support a 
stronger SEC. We think that organization is charged with investor 
protection. We see no other comparable organization. 

The agency should have high level compliance staff. They also 
need to have accountability and responsibility for the actions and 
the results that stem from their activities in the marketplace. 

And at that, I will stop and invite your questions. 

[The prepared statement of Mr. Baggesen follows:] 
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Testimony of Eric Baggesen, 

Senior Investment Officer, Global Equities, CalPERS 
Before the House Committee on Oversight and Government Reform, 
24"* September 2009 


Introduction 

I would like to thank Committee Chairman Towns and Ranking Member Issa for the 
opportunity to testify before you on a subject of great concern in capital markets reform. 

My name is Eric Baggesen, Senior Investment Officer at the California Public 
Employees’ Retirement System, CalPERS. CalPERS is the largest state public pension 
fund in the United States, responsible for assets of nearly $200 billion, which we invest 
on behalf of 1 .6 million beneficiaries. We rely on the quality and integrity of market 
information to allocate capital on behalf of our beneficiaries. Credit ratings make a 
critical contribution to those decisions. We therefore welcome the opportunity to discuss 
with you; 

- CalPERS experience of using credit ratings agencies (CRAs)'; 

- the impact of their failure on investors’ portfolios ; 

- and our recommendations for reform. 

Credit ratings are embedded in financial markets via regulation, license and convention. 
They cannot be avoided, and in many instances their use is effectively a requirement, not 
a choice. They are integral to our investment policies, including risk management, 
oversight of manager performance and to the assessment of the quality of individual 
securities and products. 


' The term Credit Ratings Agency (CRA) is used interchangeably with the formal definition Nationally 
Recognized Statistical Rating Organization (NRSRO). 
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There is a public interest in ensuring that information disseminated to investors is 
reliable, that the providers of information are free from conflicts of interest and that there 
is accountability, transparency and proper oversight from provider to user. This is well 
understood in other areas of vital importance to the public, such as food and drug safety, 
but also in the provision of information and opinion by third parties who affect financial 
decisions. Take the example of financial information. Companies are simply not 
permitted to raise public funds unless they provide financial statements in line with 
accounting standards, which are subject to an opinion from auditors who are then liable 
for that opinion, and are subject to both regulation and oversight by the users 
(shareowners) who appoint them. 

Likewise governance or non financial information provided by companies is subject to 
standards and regulation via the Securities and Exchange Commission (SEC), to ensure 
that information in prospectuses, announcements, listing reports and other statements is 
subject to rigorous legal and regulatory oversight. 

By contrast, CRAs’ standards of business conduct are opaque, there are no agreed 
guidelines, and their revenues are based on a fundamental conflict of interest. These 
organizations have privileged access to issuer information, and operate under license 
within a narrow oligopoly. 

Global markets rely upon the quality and integrity of information. There are three vital 
elements to that information: financial, non financial and credit. Two of these are 
subject to high standards of regulation and oversight. One is not. If those three channels 
of information provide the three legged stool upon which global markets depend, then 
credit ratings are a source of instability: they are the weak leg on the stool. 

2. CalPERS experience of using credit ratings agencies 

CalPERS investment staff internally manages $50 billion in fixed income securities in 
sectors that range from US Government, Corporate, Structured (Mortgages and Asset 
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Backed Securitizations), and Foreign Sovereign. CalPERS is affected across its portfolio 
both directly and indirectly by credit ratings. 

We make use of credit ratings in establishing our investment policies, which frame our 
risk appetite against the liabilities we need to meet. We also use credit ratings to specify 
in contracts with externa! money managers the investments they are allowed to include in 
our account. In addition, we use these tools to assess performance against benchmarks, 
both for our internal and external managers. Credit ratings are also embedded in certain 
market indices which are structured around particular grades given by the CRAs. Our 
fixed income portfolio includes a range of rated products, and CalPERS global equity 
portfolio includes a wide universe of issuers who are dependent upon credit ratings to 
access the capital markets. 

To manage its internal portfolio, CalPERS has staffed its fixed income department with 
corporate credit and structured securities analysts in order to independently assess the 
credit quality of issuers and stractures. In the Structured markets, CalPERS internal 
portfolio managers assess key inputs into the ratings of securitizations by performing 
granular analysis of loan characteristics and stress tests of structures. In addition, our 
portfolio managers assess securitization market trends including underwriting standards, 
loan to values, and home price appreciation assumptions. 

CalPERS also retains external money managers that have been given delegated 
responsibility to manage assets. CalPERS incurred losses in some of these portfolios due 
to the rating agency deficiencies. As a result, CalPERS has initiated litigation against 
certain credit rating agencies;^ is bringing more assets in house; and performs detailed 
credit analyses of managers’ holdings. 

Issuers can raise and get access to capital more cheaply with a higher rating. CalPERS 
has been negatively impacted due to mis-rating of risk for issuers and classes of 
securities. The mid to long term impact of this mis-rating is the misallocation of capital. 
As we have seen, the CRAs’ mis-ratings can have systemic impacts on equity and bond 

■ Please note that this litigation is sub judice and therefore not the subject of this testimony. 
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holders, GDP and employment, when the market realizes the risks are greater than those 
represented by the rating that was given. 

CalPERS itself subscribes directly to the credit opinions of the three leading credit rating 
agencies, Moodys, S&P and Fitch. CalPERS analysts have access to these opinions as 
well as the ability to have conversations with the analysts at the firms. CalPERS 
subscribes to and receives these opinions because the ratings agencies are in the unique 
position of obtaining non-public information from the issuers and ostensibly have large 
resources to apply in assessing the credit quality of issuers. Ratings actions can and do 
cause market prices to move. 

3. The impact of credit ratings agency failure on institutional investors. 

Quantifying the market impact of credit ratings failure is not a simple task. Estimates 
vary but the scale is huge. McKinsey calculates that the total credit losses on US 
originated debt frommid-2007 through to end of 2010 will be in the range of $2.5 -3.00 
trillion.^ Goldman Sachs puts the figure for the same at slightly less with $2 trillion in 
losses, of which $1 trillion are carried in the US banking system (50% mortgage losses 
and 50% other loan losses).'' The IMF puts worldwide ‘toxic loan’ and securities losses 
at just over $4 trillion by the end of 2010.^ As one of the largest institutional global 
investors, CalPERS has suffered from the impact of systemic losses both directly from 
the credit crisis, and the economic downturn which this accelerated. At its peak, 
CalPERS portfolio was valued at approximately $270 billion. This fell dramatically in 
the wake of the crisis to $165 billion in early 2009. It has recently recovered about $35 
billion, but the effect of the dislocations in financial markets has been severe. 

4. Proposed reforms to Credit Rating Agencies 


^ McKinsey Quarterly, 8* June 2009, ‘What's Next for US Banks?’ 

^ International Monetary Fund, 2 1st April 2009, “Global Financial Stability Report: Responding to the 
Financial Crisis and Measuring Systemic Risks." 

* Tyler Durden 25* January 2009 “Goldman Sachs: Of ~6% Fed Funds Rate and $9.3 trillion in troubled 
US assets” 
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CalPERS considers comprehensive reform of the credit ratings industry to be sorely 
needed in order to ensure transparency and accountability across the capital markets. 

CalPERS Board has formally endorsed the recommendations of the Investor Working 
Group*. We propose the following specific reforms to credit rating agencies; 

a. Congress and the Administration should consider ways to encourage 
alternatives to the predominant issuer-pays business model. 

There is a fundamental conflict of interest when the issuer pays the fees of the CRA. 
There should be a change in the business model. For example, the fees earned by the 
CRAs should vest over a period of time equal to the average duration of the bonds 
rated. Fees should vest based on the performance of the original ratings and changes 
to those ratings over time relative to the credit performance of those bonds. 

In addition CalPERS staff consider that users of credit ratings should have oversight 
over the hiring, remuneration and firing of the agencies which provide these services. 
We consider this should be explored, via an existing governance forum, such as the 
issuer’s Annual General Meeting, where users could exercise a proxy vote on the 
appointment and fees paid to CRAs, or alternatively via a new mechanism that would 
need to be established across the industry. 

b. Congress and the Administration should bolster the SEC’s position as a 
strong, independent overseer of CRAs. 

The SEC’s authority to regulate rating agency practices, disclosures and conflicts of 
interest should be expanded and strengthened. The SEC should also be empowered to 
co-ordinate the reduction of reliance on ratings. CalPERS staff supports the 
announcements by the SEC last week to remove CRAs from various rules. This is a 
welcome start to the process of removing the requirement for use. 


^ Co-Chaired by William Donaldon and Arthur Levitt, 15* July 2009, sponsored by the Council of 
Institutional Investors and the CFA Institute Center for Financial Market Integrity. Note Joe Dear is co- 
chair of the ClI. 
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We also recommend that the SEC establish a CRA User Advisory Board of investors, 
which can provide feedback on methodologies, admission requirements and 
regulatory proposals. 

c. CRAs should be required to manage and disclose conflicts of interest. 

Complete, prominent and consistent disclosure of conflicts is also needed. 

As an immediate step, CRAs, should be required to create an executive-level 
compliance officer position. 

d. CRAs should be held to a higher standard of accountability. 

CRAs should bear responsibility for mis-representing credit-worthiness of issuances. 
Congress should eliminate the effective exemption from liability provided to credit 
rating agencies under Section 1 1 of the Securities Act of 1 933 for ratings paid for by 
the issuer or the offering participants. CalPERS staff also recommend that CRAs 
should be required to abide by Regulation FD, and not retain their privileged position 
of exclusion which has exacerbated investors’ reliance upon their information, 

e. Credit rating agencies should not rate products for which they lack sufficient 
information and expertise to assess. 

Credit rating agencies should only rate instruments for which they have adequate 
information and skill. They should be held legally responsible if they overstep their 
abilities. They should not be permitted to rate any product where they cannot 
disclose the specifics of the underlying assets. Credit ratings agencies should be 
restricted from taking the metrics and methodology for one class of investment to rate 
another class without compelling evidence of comparability. 

In addition, CalPERS staff consider that there should be a requirement for full 
disclosure of the methodology employed by CRAs, including data, models and 
assumptions used to develop the ratings on a security, along with comment on all 
risks identified in the process of making a decision to rate or not to rate a security or 
product. 
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CalPERS staff recommend that transparency requirements should include a “ratings 
scorecard” to assess the practices, accuracy and effectiveness of the rating process via 
historical rating outcomes. This would be the first step towards developing industry 
standards which can be regulated and made subject to codes of professional ethics. 

Thank you for this opportunity to share our views on this vitally important element of 
financial market regulatory reform. I look forward to answering your questions. 
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Chairman TOWNS. Thank you very much for your testimony. 

Professor White. 

STATEMENT OF LAWRENCE J. WHITE 

Mr. White. Chairman Towns, Ranking Member Issa, and mem- 
bers of the committee, my name is Lawrence J. White. I am a pro- 
fessor of economics at the NYU Stern School of Business, and a 
member of the Financial Markets Working Group at the Mercatus 
Center at George Mason University. 

During 1986 to 1989, I served as a board member on the Federal 
Home Loan Bank Board. I represent solely myself at this hearing. 
Thank you for the opportunity to testify today on this important 
topic. 

The three large U.S.-based credit rating agencies, Moody’s, 
Standard & Poor’s, and Fitch, and their excessively optimistic rat- 
ings of subprime residential mortgage-backed securities in the mid- 
dle years of this decade played a central role in the financial deba- 
cle of the past 2 years. 

Given this context and history, it is understandable that there 
would be strong political sentiment as expressed in the recent pro- 
posals by the Obama administration, as well as other proposed leg- 
islation, and recent rulemaking by the SEC for more extensive reg- 
ulation of the credit ratings agencies in hope of forestalling future 
such debacles. 

The advocates of such regulation want figuratively to grab the 
rating agencies by the lapels, to shake them, and shout: Do a bet- 
ter job. This urge for greater regulation is understandable and well 
intentioned, but it is misguided and potentially quite harmful. The 
heightened regulation of the rating agencies is likely to discourage 
entry, rigidify a specified set of structures and procedures, and dis- 
courage innovation in new ways of gathering and assessing infor- 
mation, new technologies, new methodologies, new models, includ- 
ing new business models, and may well not achieve the goal of in- 
ducing better ratings from the agencies. 

Ironically, it will also likely create a protective barrier around 
the incumbent rating agencies and is thus likely to make them 
even more central to and important for the bond markets. 

There is a better route. That route starts with the recognition 
that the centrality of the three major rating agencies for the bond 
information process has been mandated by more than 70 years of 
prudential financial regulation of banks and other financial institu- 
tions. 

In essence, regulatory reliance on ratings, for example, the prohi- 
bition on banks being able to hold speculative bonds as determined 
by the rating agencies ratings, has imbued these third party judg- 
ments about the credit-worthiness of bonds with the force of law. 
This problem was compounded when the SEC created the category 
of nationally recognized statistical rating organizations, NRSROs, 
in 1975 and subsequently became a barrier to entry into the rating 
business. As of year end 2000, there were only three NRSROs: 
Moody’s, Standard & Poor’s, and Fitch. 

It should therefore come as no surprise that when this literal 
handful of rating firms stumbled badly in their excessively optimis- 
tic ratings of the subprime RMBS, the consequences were quite se- 
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rious. This recognition of the longstanding role of financial regula- 
tion enforcing the centrality of major rating agencies then leads to 
an alternative prescription: eliminate regulatory reliance on rat- 
ings; eliminate it; eliminate the ratings force of law and bring mar- 
ket forces to bear. 

Since the bond markets are primarily institutional markets, and 
not the retail security markets where retail customers are likely to 
need more help, market forces can be expected to work. And the 
detailed regulation that has been proposed would be unnecessary. 
Indeed, if regulatory reliance on ratings were eliminated, the entire 
NRSRO structure could be dismantled and the NRSRO category 
could be eliminated. This could well make the incumbent rating 
agencies less important for the future. 

The regulatory requirements that prudentially regulated finan- 
cial institutions must maintain safe bond portfolios should remain 
in force. But the burden should be placed directly on the regulated 
institutions to demonstrate and justify to their regulators that 
their bond portfolios are safe and appropriate, either by doing the 
research themselves or by relying on third party advisers. 

Since financial institutions could then call upon a wider array of 
sources of advice on the safety of their bond portfolios, the bond in- 
formation market would be opened to innovation and entry in ways 
that have not been possible since the 1930’s. 

Thank you again for the opportunity to testify today. I would be 
happy to answer questions from the committee. 

[The prepared statement of Mr. White follows:] 
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Chairman Towns, Ranking Member Issa, and members of the Committee: My name is 
Lawrence J. White. I am a Professor of Economics at the NYU Stem School of Business and a 
Member of the Financial Markets Working Group at the Mercatus Center at George Mason 
University. During 1986-1989 I served as a Board Member on the Federal Home Loan Bank 
Board. I represent solely myself at this hearing. 

Thank you for the opportunity to testify today on this important topic. 1 have appended to 
this statement for the Committee a longer Statement that I delivered at the Securities and Exchange 
Commission's (SEC) "Roundtable" on the credit rating agencies on April 1 5, 2009, which I would 
like to have incorporated for the record into the statement that I am presenting today. 

The three large U.S.-based credit rating agencies - Moody's, Standard & Poor's, and Fitch - 
and their excessively optimistic ratings of subprime residential mortgage-backed securities (RMBS) 
in the middle years of this decade played a central role in the financial debacle of the past two years. 
Given this context and history, it is understandable that there would be strong political sentiment - 
as expressed in the recent proposals by the Obama Administration, as well as other proposed 
legislation, as well as recent ralemaking by the SEC — for more extensive regulation of the credit 
rating agencies in hopes of forestalling future such debacles. The advocates of such regulation want 
(figuratively) to grab the rating agencies by the lapels, shake them, and shout "Do a better job!" 
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This urge for greater regulation is understandable and well intentioned - but it is misguided 
and potentially quite harmful. The heightened regulation of the rating agencies is likely to 
discourage entry, rigidify a specified set of structures and procedures, and discourage innovation in 
new ways of gathering and assessing information, new technologies, new methodologies, and new 
models (including new business models) -- and may well not achieve the goal of inducing better 
ratings from the agencies. Ironically, it will also likely create a protective barrier around the 
incumbent credit rating agencies and is thus likely to make them even more central to and important 
for the bond markets. 

There is a better route. That route starts with the recognition that the centrality of the three 
major rating agencies for the bond information process has been mandated by more than 70 years of 
prudential financial regulation of banks and otha- financial institutions. In essence, regulatory 
reliance on ratings - for example, the prohibition on banks' holding "speculative" bonds, as 
determined by the rating agencies' ratings - has imbued these third-party judgments about the 
creditworthiness of bonds with the force of law! This problem was compounded when the SEC 
created the category of "nationally recognized statistical rating organization" (NRSRO) in 1975 and 
subsequently became a barrier to entry into the rating business. As of year-end 2000 there were 
only three NRSROs: Moody's, Standard & Poor's, and Fitch.' 

It should therefore come as no surprise that when this (literal) handful of rating firms 
stumbled badly in their excessively optimistic ratings of the subprime RMBS, the consequences 
were quite serious. 

This recognition of the longstanding role of financial regulation in forcing the centrality of 
the major rating agencies then leads to an alternative prescription: Eliminate regulatory reliance on 
ratings — eliminate the ratings' force of law — and bring market forces to bear. Since the bond 
markets are primarily institutional markets (and not a retail securities market, where retail customers 

' Because of subsequent prodding by the Congress, and then the specific barrier-reduction provisions of the Credit 
Rating Agency Reform Act of 2006, there are now ten NRSROs, 
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are likely to need more help), market forces can be expected to work -- and the detailed regulation 
that has been proposed would be unnecessary. Indeed, if regulatory reliance on ratings were 
eliminated, the entire NRSRO superstructure could be dismantled, and the NRSRO category could 
be eliminated. This could well make the incumbent rating agencies less important for the future. 

The regulatory requirements that prudentially regulated financial institutions must maintain 
safe bond portfolios should remain in force. But the burden should be placed directly on the 
regulated institutions to demonstrate and justify to their regulators that their bond portfolios are safe 
and appropriate -- either by doing the research themselves, or by relying on third-party advisors. 
Since financial institutions could then call upon a wider array of sources of advice on the safety of 
their bond portfolios, the bond information market would be opened to innovation and entry in ways 
that have not been possible since the 1 930s. 

My appended April 15 Statement for the SEC provides greater elaboration on many of these 
points. Since that Statement preceded the Obama Administration's specific proposals for further 
regulation of the credit rating agencies, I will expand here on the drawbacks of those proposals. 

The proposals -- as found initially in the Administration’s Financial Regulatory Reform: A 
New Foundation (p. 46) that was released in mid June, and then in the specific legislative proposals 
that were released on July 21 - are devoted primarily to efforts to increase the transparency of 
ratings and to address issues of conflicts of interest. The latter arise largely fi-om the major rating 
agencies' business model of relying on payments from the bond issuers in return for rating their 
bonds,^ These proposals expand and elaborate on a set of regulations that the SEC has recently 
implemented. 

Again, the underlying urge to "do something" in the wake of the mistakes of the major credit 
rating agencies during the middle years of this decade is understandable. Further, the "issuer pays" 

^ It is worth noting that three smaller U.S.-based tWSRO rating agencies have "investor pays" business models and that 
the "investor pays" model was the original model for John Moody and for the industry more generally, until the major 
rating agencies switched to the "issuer pays" model in the early 1970s. 


3 



120 


business model of those rating agencies presents an obvious set of potential conflict-of-interest 
problems that appear to be crying out for correction.^ 

Nevertheless, the dangers of the proposals are substantial. They ask the SEC to delve ever 
deeper into the processes and procedures and methodologies of credit ratings - of providing 
judgments about the creditworthiness of bonds and bond issuers. In so doing, the proposals (if 
enacted) are likely to rigidify the industry along the lines of whatever specific implementing 
regulations that the SEC devises, as well as raising the costs of being a credit rating agency. In so 
doing, the proposals will discourage entry and innovation in new ways of gathering and assessing 
information, in new methodologies, in new technologies, and in new models - including new 
business models. 

There is one especially woirisome provision in the specific legislation that was proposed in 
July (and that was absent in the earlier June proposals) that is guaranteed to discourage entry: the 
requirement that all credit rating agencies should register as NRSROs with the SEC. This 
requirement would seem to encompass the independent consultant who offers bond investment 
recommendations to clients (such as hedge funds or bond mutual funds), as well as any financial 
services company that employs fixed income analysts whose recommendations become part of the 
services that the company offers to clients. 

This provision, if enacted, will surely discourage entry into the broader bond information 
business, as well as encouraging the exit of existing providers of information. Ironically, it will 
likely become a new protective barrier around the incumbent credit rating agencies - when, again 
ironically, the Credit Rating Agency Reform Act of 2006 was intended to tear down the earlier 
barrier to entry that the SEC had erected when it created the NRSRO category in 1975. This can't 
be a good way of encouraging new and better information for the bond market. 

’ It is important to remember, however, that the major credit rating agencies switched to the "issuer pays" model in the 
early 1970s, and that the serious problems only arose three decades later. Apparently, the agencies’ concerns for their 
long-run reputations and the transparency and multiplicity of issuers prior to the current decade all served to keep the 
potential conflict-of-interest problems in check during those three intervening decades. 
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Further, it is far from clear that the proposals will actually achieve their goal of improving 
ratings. One common complaint against the large agencies is that they are slow to adjust their 
ratings in response to new information,'* But this appears to be a business culture phenomenon for 
the agencies (which was present, as well, in the pre- 1970s era when the rating agencies had an 
"investor pays" business model). As for the kind of over-optimism about the RMBS in this decade 
that subsequently created such serious problems, the rating agencies were far from alone in 
"drinking the Kool-Aid" that housing prices could only increase and that even subprime mortgages 
consequently would not have problems. It is far from clear that the proposed regulations would 
have curbed such herd behavior. Also, the incumbent rating agencies ate quite aware of the damage 
to their reputations that have occurred and have announced measures - including increased 
transparency and enhanced efforts to address potential conflicts - to repair that damage. 

The Obama Administration's proposals do — briefly - entertain the possibility of reducing 
regulatory reliance on ratings. But this seems to be largely lip service, embodied in promises that 
the Administration will examine the possibilities. The only specific provision on this point in the 
proposed legislation is a requirement for the U.S. Government Accountability Office (GAO) to 
undertake a study and deliver a report. Also, the reference in the proposals is to "reduction" rather 
than to elimination; and there seems to be no recognition that even a reduction of regulatory reliance 
on ratings would represent a movement in the opposite direction from increasing the regulation of 
the credit rating agencies. 

In sum, the proposals of the Obama Administration with respect to the reform of the credit 
rating agencies are deeply flawed and wrongheaded. 

In addition, most recently, the SEC (on September 17) adopted some final rules and 
proposed additional rules with respect to the credit rating agencies. The adopted and proposed mles 

’ This complaint has been present for decades. It surfaced strongly in the wake of the Enron bankruptcy in November 
2001 , with Ae revelation that the major rating agencies had maintained ’'investment grade" ratings on Enron's debt until 
five days before that company's bankruptcy filing. More recently, the major agencies had "investment grade" ratings on 
Lehman Brothers' debt on the morning that it filed for bankruptcy. 
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primarily address transparency and conflict-of-interest issues (as did the rules that the SEC adopted 
in December 2008), and they also began the process of reducing the SEC’s reliance on ratings. 

There is one gaping hole in the SEC’s actions, however: Absent from the SEC’s 
announcement (and actions) was any mention of eliminating the SEC’s reliance on ratings for its 
regulation of the safety of money market mutual funds (MMMFs) - a major facet of the SEC’s 
reliance on ratings. This absence was not accidental: The SEC on June 30 proposed stiffer safety 
regulation of MMMFs, which entailed the continued reliance on NRSRO ratings as indicators of the 
safety of the assets that MMMFs are permitted to hold. The SEC thus appears to be ambivalent, at 
best, about its efforts to reduce its reliance on ratings. 

There is a better overall route: Eliminate all regulatory reliance on ratings, by the SEC and 
by all other financial regulatory agencies - eliminate the force of law that has been accorded to 
these third-party judgments. The institutional participants in the bond markets could then more 
readily (with appropriate oversight by financial regulators) make use of a wider set of providers of 
information, and the bond information market would be opened to new ideas and new entry in a 
way that has not been possible for over 70 years. 

Thank you again for the opportunity to appear before this Committee; 1 would be happy to 
respond to your questions. 
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Statement by 
Lawrence J. White 
fwthe 

“Roundtable to Examine Oversight of Credit Rating Agencies” 

U.S. Securities and Exchange Commission 
Washington, DC 
April 15, 2009 

Summary 

The three major credit rating agencies -- Moody's, Standard & Poor's, and Fitch - played a 
centra! role in the subprime mortgage debacle of 2007-2008. That centrality was not accidental. Seven 
decades of financial regulation propelled these rating agencies into the center of the bond information 
market, by elevating their judgments about the creditworthiness of bonds so that those judgments 
attained the force of law. The Securities and Exchange Commission exacerbated this problem by 
erecting a barrier to entry into the credit rating business in 1975. Understanding this history is crucial 
for any reasoned debate about the future course of public policy with respect to the rating agencies. 

The Securities and Exchange Commission has recently (in December 2008) taken modest steps 
to expand its regulation of the industry. Further regulatory efforts by the SEC and/or the Congress 
would not be surprising. 

There is, however, another direction in which public policy could proceed: Financial regulators 
could withdraw their delegation of safety judgments to the credit rating agencies. The goal of safe 
bond portfolios for regulated financial institutions would remain. But the financial institutions would 
bear the burden of justifying the safety of their bond portfolios to their regulators. The bond 
information market would be opened to new ideas about rating methodologies, technologies, and 
business models and to new entry in ways that have not been possible since the 1930s. 

* Lawrence J. White is professor of economics at the NYU Stem School of Business. During 1986-1989 he was aboard 
member on the Federal Home Loan Bank Board. This statement draws heavily on a forthcoming article, "The Credit 
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"...an insured state savings association ...may not acquire or retain any corporate debt securities 
not of investment grade." llCodeotVederalRogalaSions^ 362.11 

" ...any user of the information contained herein should not rely on any credit rating or other 
opinion contained herein in making any investment decision. " The usual disclaimer that is printed at 
the bottom of Standard & Poor’s credit ratings 

Introduction 

The U.S. subprime residential mortgage debacle of 2007-2008, and the world financial crisis 
that has followed, will surely be seen as a defining event for the U.S. economy - and for much of the 
world economy as well - for many decades in the future. Among the central players in that debacle 
were the three large U.S.-based credit rating agencies: Moody's, Standard & Poor's (S&P), and Fitch. 

These three agencies' initially favorable ratings were cmcial for the successful sale of the bonds 
that were securitized from subprime residential mortgages and other debt obligations. The sale of these 
bonds, in turn, were an important underpinning for the U.S. housing boom of 1998-2006 - with a self- 
reinforcing price-rise bubble. When house prices ceased rising in mid 2006 and then began to decline, 
the default rates on the mortgages underlying these bonds rose sharply, and those initial ratings proved 
to be excessively optimistic - especially for the bonds that were based on mortgages that were 
originated in 2005 and 2006. The mortgage bonds collapsed, bringing down the U.S. financial system 
and many other countries’ financial systems as well. 

The role of the major rating agencies has received a considerable amount of attention in 
Congressional hearings and in the media. Less attention has been paid to the specifics of the regulatory 
stmcture that propelled these companies to the center of the U.S. bond markets. But an understanding 
of that structure is essential for any reasoned debate about the future course of public policy with 
respect to the rating agencies.' 


Background 

A central concern of any lender - including investors in bonds -- is whether a potential or 
actual borrower is likely to repay the loan. Lenders therefore usually spend considerable amounts of 
time and effort in gathering information about the creditworthiness of prospective borrowers and also 
in gathering information about the actions of borrowers after loans have been made. 

The credit rating agencies offer judgments - they prefer the word "opinions"^ - about the 
credit quality of bonds that are issued by corporations, governments (including U.S. state and local 
governments, as well as "sovereign" issuers abroad), and (most recently) mortgage securitizers. These 
judgments come in the form of ratings, which are usually a letter grade. The best known scale is that 
used by S&P and some other rating agencies: AAA, AA, A, BBB, BB, etc., with pluses and minuses as 
well.^ Credit rating agencies are thus one potential source of such information for bond investors; but 


Rating Agencies and the Subprime Debacle,” in the journal Critical Review . 

’ Overviews of the credit rating industry can be found in, e.g.. Cantor and Packer (1995), Partnoy (1999, 2002), Richardson 
and White (2009), Sylla (2002), and White (2002, 2002-2003, 2006, 2007). 

^ The rating agencies favor that term because it allows them to claim that they are "publishers" and thus enjoy the protections 
of the First Amendment of the U.S. Constitution (e.g., when the agencies are sued by investors and issuers who claim that 
diey have been injured by the actions of the agencies). 

^ For short-term obligations, such as commercial pap^, a separate set of ratings is used. 
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they are far from the only potential source. 

The history of the credit rating agencies and their interactions with financial regulators is 
crucial for an understanding of how the agencies attained their current central position in the market for 
bond information. 


Some History 

John Moody published the first publicly available bond ratings (mostly concerning railroad 
bonds) in 1909. Moody’s firm'* was followed by Poor’s Publishing Company in 1916, the Standard 
Statistics Company in 1922,^ and the Fitch Publishing Company in 1924.^ These firms' bond ratings 
were sold to bond investors, in thick rating manuals. In the language of modem corporate strategy, 
their "business model" was one of "investor pays." In an era before the Securities and Exchange 
Commission (SEC) was created (in 1934) and began requiring corporations to issue standardized 
financial statements, Moody and the firms that subsequently entered were clearly meeting a market 
demand for their information services. 

A major change in the relationship between the credit rating agencies and the U.S. bond 
markets occurred in the 1930s. Eager to encourage banks to invest only in safe bonds, bank regulators 
issued a set of regulations that culminated in a 1936 decree that prohibited banks from investing in 
"speculative investment securities" as determined by "recognized rating manuals". "Speculative" 
securities were bonds that were below "investment grade." Thus, banks were restricted to holding only 
bonds that were "investment grade" (e.g., bonds that were rated BBB or better on the S&P scale),’ 

This regulatory action importantly changed the dynamic of the bond information market. 
Banks were no longer free to act on information about bonds from any source that they deemed reliable 
(albeit within constraints imposed by oversight by bank regulators). They were instead forced to use 
the Judgments of the publishers of the "recognized rating manuals" (i.e., Moody's, Poor's, Standard, and 
Fitch). Further, since banks were important participants in the bond markets, perforce other 
participants would want to pay attention to the bond raters' pronouncements as well. 

On the regulatory side of this process, rather than the bank regulators’ using their own internal 
resources to form Judgments about the safety of the bonds held by banks (which the bank regulators 
continued to do with respect to the other kinds of loans made by banks), the regulators had effectively 
delegated - "outsourced" (again using the language of modem corporate strategy) - to the rating 
agencies their safety Judgments about bonds that were suitable for banks' portfolios. Equivalently, the 
creditworthiness judgments of these third-party raters had attained the force of law. 

In the following decades, the insurance regulators of the 48 (and eventually 50) states followed 
a similar path: The state regulators wanted their regulated insurance companies to have adequate 
capital (in essence, net worth) that was commensurate with the riskiness of the companies' investments. 

To achieve this goal, the regulators established minimum capital requirements that were geared to the 


^ Dun & Bradstreet bought Moody's firm in 1962; subsequently, in 2000, Dun & Bradstreet spun off Moody's as a free- 
standing corporation. 

^ Poor's and Standard merged in 1941, to form S&P; S&P was absorbed by McGraw-Hill in 1966. 

^ Fitch merged with IBCA (a British firm) in 1997, and the combined firm was subsequently bought by FIMILAC, a French 
business services conglomerate. 

’ This rule still applies to banks today. This rule did not apply to savings institutions until 1989. Its application to savings 
institutions in 1989 forced them to sell substantial holdings of "junk bonds" (i.e., below investment grade) at the time, 
causing a major slump in the junk bond market. 
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ratings on the bonds in which the insurance companies invested - the ratings, of course, coming from 
that same small group of rating agencies. Once again, an important set of regulators had delegated 
their safety decisions to the credit rating agencies. And in the 1970s, federal pension regulators 
pursued a similar strategy. 

These additional delegations of safety judgments to the rating agencies meant that the latter's 
centrality for bond market information was further strengthened. 

The SEC crystallized the rating agencies' centrality in 1975. In that year the SEC decided to set 
minimum capital requirements for broker-dealers (i.e., securities firms). Following the pattern of the 
other financial regulators, it wanted those capital requirements to be sensitive to the riskiness of the 
broker-dealers' asset portfolios and hence wanted to use bond ratings as the indicators of risk. But it 
worried that references to "recognized rating manuals" were too vague and that a "bogus" rating firm 
might arise that would promise "AAA" ratings to those companies that would suitably reward it and 
"DDD" ratings to those that would not; and if a broker-dealer chose to claim that those ratings were 
"recognized", the SEC might have difficulties challenging this assertion. 

To deal with this problem, the SEC created a wholly new category - "nationally recognized 
statistical rating organization" (NRSRO) - and immediately "grandfathered" Moody's, S&P, and Fitch 
into the category. The SEC declared that only the ratings of NRSROs were valid for the determination 
of the broker-dealers' capital requirements. The other financial regulators soon adopted the SEC's 
NRSRO category and the rating agencies within it as the relevant sources of the ratings that were 
required for evaluations of the bond portfolios of their regulated financial institutions.* 

Over the next 25 years the SEC designated only four additional firms as NRSROs;’ but 
mergers among the entrants and with Fitch caused the number of NRSROs to return to the original 
three by year-end 2000. In essence, the SEC had become a significant barrier to entry into the bond 
rating business, because the NRSRO designation was important for any potential entrant. 'Without the 
NRSRO designation, any would-be bond rater would likely be ignored by most financial institutions; 
and, since the financial institutions would ignore the would-be bond rater, so would bond issuers.*’ 

In addition, the SEC was remarkably opaque in its designation process. It never established 
criteria for a firm to be designated as a NRSRO, never established a formal application and review 
process, and never provided any justification or explanation for why it "anointed" some firms with the 
designation and refused to do so for others. 

One other piece of history is important: In the early 1970s the basic business model of the 
large rating agencies changed. In place of the "investor pays" model that had been established by John 
Moody in 1909, the agencies converted to an "issuer pays" model, whereby the entity that is issuing the 
bonds also pays the rating firm to rate the bonds. 

The reasons for this change of business model have not been established definitively. Among 
the candidates are: 

- a) The rating firms feared that their sales of rating manuals would suffer from the 
consequences of the high-speed photocopy machine (which was just entering widespread use), which 


® Also, in the early 1990s, the SEC again made use of the NRSROs' ratings when it established safety requirements for the 
short-term bonds (e.g., commercial paper) that are held by money market mutual funds. 

^ The SEC bestowed the NRSRO designation on Duff & Phelps in 1982, on McCarthy, Crisanti & Maffei in 1983, on IBCA 
in 1991, and on Thomson BankWatch in 1992. 

The SEC's barriers were not absolute. A few smaller rating firms — notably KMV, Egan-iones, and Lace Financial — 
were able to survive, despite the absence of NRSRO designations. KMV was absorbed by Moody's in 2000. 
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would allow too many investors to free-ride by obtaining photocopies from their friends; 

- b) The bankruptcy of the Penn-Central Railroad in 1970 shocked the bond markets and made 
issuers more conscious of the need to assure bond investors that they (the issuers) really were low risk, 
and they were willing to pay the credit rating firms for the opportunity to have the latter vouch for them 
(but that same shock should have also made investors more willing to pay to find out which bonds 
were really safer, and which were not); 

- c) The bond rating firms may have belatedly realized that the financial regulations described 
above meant that bond issuers needed the "blessing" of one or more NRSROs in order to get their 
bonds into the portfolios of financial institutions, and the issuers should be willing to pay for the 
privilege; and 

~ d) The bond rating business, like many information industries, involves a "two-sided 
market", where payments can come from one or both sides of the market; in such markets, which side 
actually pays can be quite idiosyncratic." 

Regardless of the reason, the change to the "issuer pays" business model opened the door to 
potential conflicts of interest: A rating agency might shade its rating upward so as to keep the issuer 
happy and forestall the issuer's taking its rating business to a different rating agency." 

Recent Events of the Current Decade 

The NRSRO system was one of the less-well-known features of federal financial regulation, 
and it might have remained in that semi-secretive state had the Enron bankruptcy of November 2001 
not occurred. In the wake of the Enron bankruptcy, however, the media and then Congressional 
staffers noticed that the three major rating agencies had maintained "investment grade" ratings on 
Enron's bonds until five days before that company declared bankruptcy. This notoriety led to the 
Congress's "discovery" of the NRSRO system and to Congressional hearings in which the SEC and the 
rating agencies were repeatedly asked how the latter could have been so slow to recognize Enron's 
weakened financial condition." 

The Sarbanes-Oxley Act of 2002 included a provision that required the SEC to send a report to 
Congress on the credit rating industry and the NRSRO system. The SEC duly did so; but the report 
simply raised a series of questions rather than directly addressing the issues of the SEC as a barrier to 
entry and the enhanced role of the three incumbent credit rating agencies, which (as explained above) 
was due to the financial regulators' delegations of safety judgments (and which the SEC's NRSRO 
framework had strengthened). 

In early 2003 the SEC designated a fourth NRSRO (Dominion Bond Rating Services, a 


' ' Other examples of "two-sided" information markets include newspapers and magazines, where business models range 
from "subscription revenues only" (e.g., Consumer Reports^ to ”a mix of subscription revenues plus advertising revenues" 
{most newspapers and magazines) to "advertising revenues only" (e.g.. The Village Voice , some metropolitan “giveaway” 
daily new^apers, and some suburban weekly "shoppers"). 

Skreta and Veldkamp (2008) develop a model in which the ability of issuers to choose among potential raters le«ls to 
overly optimistic ratings, even if the raters are all trying honestly to estimate the creditworthiness of the issuers. In their 
model, the ratere can only make estimates of the creditworthiness of the issuers, which means that their estimates will have 
errors, if the estimates are (on average) correct and the errors are distributed symmetrically (i.e., the raters are honest but 
less than perfect), but the issuers can choose which rating to purchase, the issuers will systematically choose the most 
optimistic. In an important sense, it is the issuers' ability to select the rater that creates the conflict of interest. 

The rating agencies were similarly slow to recognize the weakened financial condition of WorldCom, and were 
subsequently grilled about that as well. 
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Canadian credit rating firm), and in early 2005 die SEC designated a fifth NRSRO (A.M. Best, an 
insurance company rating specialist). The SECs procedures remained opaque, however, and there 
were still no announced criteria for the designation of a NRSRO. 

Tiring of the SECs persistence as a barrier to entry (and also the SEC's opaqueness in 
procedure), the Congress passed the Credit Rating Agency Reform Act (CRARA), which was signed 
into law in September 2006. The Act specifically instructed the SEC to cease being a barrier to entry, 
specified the criteria that the SEC should use in designating new NRSROs, insisted on transparency 
and due process in the SEC's decisions with respect to NRSRO designations, and provided the SEC 
with limited powers to oversee the incumbent NRSROs -- but specifically forbade the SEC firom 
influencing the ratings or the business models of the NRSROs. 

In response to the legislation, the SEC designated three new NRSROs in 2007 (Japan Credit 
Rating Agency; Rating and Information, Inc. [of Japan]; and Egan-Jones) and another two NRSROs in 
2008 (Lace Financial, and Realpoint). The total number of NRSROs is currently ten. 

Finally, in response to the growing criticism (in the media and in Congressional hearings) of 
the three large bond raters' errors in their initial, excessively optimistic ratings of the complex 
mortgage-related securities (especially for the securities that were issued and rated in 2005 and 2006) 
and their subsequent tardiness in downgrading those securities, the SEC in December 2008 
promulgated regulations that placed mild restrictions on the conflicts of interest that can arise under the 
rating agencies' "issuer pays" business model and that required greater transparency in the construction 
of ratings.''’ Political pressures to do more — possibly even to ban legislatively the "issuer pays" model 
- remain strong. 


An Assessment 

It is clear that the three dominant credit rating firms have received a considerable boost fi-om 
financial regulators. Starting in the 1930s, financial regulators insisted that the credit rating firms be 
the central source of information about the creditworthiness of bonds in U.S. financial markets. 
Reinforcing this centrality was the SEC's creation of the NRSRO category in 1975 and the SEC's 
subsequent protective barrier around the incumbent NRSROs, which effectively ensured the 
dominance of Moody's, S&P, and Fitch. Further, the industry's change to the "issuer pays" business 
model in the early 1970s meant that potential problems of conflict of interest were likely to arise, 
sooner or later. Finally, the major agencies' tardiness in changing their ratings - best exemplified by 
the Enron incident mentioned above' has been an additional source of periodic concern.'® 


•Sect 


I, 74 (February 9, 2009), pp. 6456-6484. 


Most recently, the major rating agencies still had "investment grade" ratings on Lehman Brothers' commercial paper on 
the day that Lehman declared bankniptcy in September 2008. 

This delay in changing ratings has been a deliberate strategy by the major rating agencies. They profess to try to provide a 
long-term perspective - to "rate through the cycle” — rather than providing an up-to-the-minute assessment. But this means 
that these rating agencies will always be slow to identify a secular trend in a bond’s creditworthiness, since there will always 
be a delay in perceiving that any particular movement isn't just the initial part of a reversible cycle but instep is the 
beginning of a sustained decline or improvement. It may be that this sluggishness is a response to the desires of their 
investor clients to avoid frequent (and costly) adjustments in their portfolios; see, e.g., Altman and Rijken (2004, 2006); 
those adjustments, however, might well be mjmdated by the regulatory requirements discussed above, it may also be the 
case that the agencies’ ratings changes are sluggish (especially downward) so as not to anger issuers (which is another aspect 
of the potential conflict-of-interest problem). And the absence of frequent changes also allows die agencies to maintain 
smaller staffs. Except for the regulatory mandates, however, (he agencies' sluggishness would be inconsequential, since the 


6 



129 


The regulatory boosts that the major rating agencies received, starting in the 1930s, were 
certainly not the only reason for the persistent fewness in the credit rating industry. Tte market for 
bond information is one where economies of scale, die advantages of experience, and brand name 
reputation are important features. The credit rating industry was never going to be a commodity 
business of thousands (or even just hundreds) of small-scale producers, akin to wheat farming or 
textiles. Nevertheless, the regulatory history recounted above surely contributed heavily to the 
dominance of the three major rating agencies. The SEC's belated efforts to allow wider entry during 
the current decade were too little and too late. The advantages of the "big three's" incumbency could 
not quickly be overcome by the entrants (three of which were headquartered outside the U.S., one of 
which was a U.S. insurance company specialist, and three of which were small U.S. firms). 

It is not surprising that a tight, protected oligopoly might become lazy and complacent. The 
"issuer pays" model opened the door to potential abuses. Though this potential problem had been 
present in the industry since the early 1970s, the relative transparency of the corporations and 
governments whose debt was being rated apparently kept the problem m check. Also, there were 
thousands of corporate and government bond issuers, so the threat of any single issuer (if it was 
displeased by an agency's rating) to take its business to a different rating agency was not potent. 

The complexity and opaqueness of the mortgage-related securities that required ratings in the 
current decade, however, created new opportunities and apparently irresistible temptations.’’ Further, 
the rating agencies were much more involved in the creation of these mortgage-related securities: The 
agencies' decisions as to what kinds of mortgages (and other kinds of debt) would earn what levels of 
ratings for what sizes of "tranches" (or slices) of these securities were crucial for determining the levels 
of profitability of these securitizations for their issuers. Finally, unlike the market for rating corporate 
and government debt, the market for rating mortgage-related securities involved only a handful of 
investment banks as securitizers with high volumes. An investment bank that was displeased with an 
agency's rating on any specific security had a more powerful threat - to move all of its securitization 
business to a different rating agency - than would any individual corporate or government issuer. 

Fueline the Subnrime Debacle 

The U.S. housing boom that began in the late 1990s and ran through mid 2006 was fueled, to a 
substantial extent, by subprime mortage lending.'* In turn, the securitization of the subprime 
mortgage loans, in collateralized debt obligations (CDOs) and other mortgage-related securities, 
importantly encouraged the subprime lending.’^ And crucial for the securitization were the favorable 
ratings that were bestowed on these mortgage-related securities. 

Favorable ratings were important for at least two reasons: First, as has been discussed above, 
ratings had the force of law with respect to regulated financial institutions’ abilities and incentives (via 


credit default swap (CDS) market provides real-time market-based judgments about the credit quality of bonds. 

‘ ’’ The Skreta and Veldkamp (2008) model predicts that greater complexity of rated bonds leads to a greater range of errors 
among (even honest) ratere and thus to the ability of the issuers to select raters that are even more optimistic. 

The debacle is discussed extensively in Gorton (2008), Acharya and Richardson (2009), Coval et al. (2009), and 
Mayer et al. (2009). 

This importance extended to the development of other financing structures, such as “structured investment vehicles” 
(SI Vs), whereby a financial institution might sponsor the creation of an entity that bought tranches of the CDOs and 
financed their purchase through the issuance of short-term “asset-backed” commercial paper (ABCP). If the CDO 
tranches in a SIV were highly rated, then the ABCP could also be highly rated. (Interest rate risk and liquidity risk were 
apparently ignored in the ratings.) 
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capital requirements) to invest in bonds ™ Mote fevorable ratings on larger fractions of the tranches 
that flowed from any given package of mortgage securities thus meant that these larger fractions could 
more readily be bought by regulated financial institutions Second, the generally favorable reputations 
that the credit rating agencies had established in their corporate and government bond ratings meant 
that many bond purchasers - regulated and non-regulated - were inclined to trust the agencies’ ratings 
on the mortgage-related, even (or, perhaps, especially) if the market yields on the mortgage-related 
securities were higher than on comparably rated corporate bonds. 

Driving all of this, of course, was the profit model of the securitizers (packagers) of the 
mortgages: For any given package of underlying mortgages (with their contractually specified yields) 
to be securitized, the securitizers made higher profits if they attained higher ratings on a larger 
percentage of the tranches of securities that were issued against those mortgages. This was so because 
the higher rated tranches would carry lower interest rates that needed to be paid to the purchasers 
ofrinvestors in those tranches, leaving a greater spread for the securitizers. It is not surprising, then, 
that the securitizers would be prepared to pressure the rating agencies, including threats to choose a 
different agency, to deliver those favorable ratings. 

A Counter-Factual Musing 

It is worth "musing" about how the bond information industry's structure would look today if 
financial regulators hadn't succumbed (starting in the 1930s) to the temptation to outsource their safety 
decisions and thus allowing the credit rating agencies' judgments to attain the force of law. Suppose, 
instead, that regulators had persisted in their goals of having safe bonds in the portfolios of their 
regulated institutions (or that, as in the case of insurance companies and broker-dealers, an institution's 
capital requirement would be geared to the riskiness of the bonds that it held) but that those safety 
judgments remained the responsibility of the regulated institution, with oversight by regulators.^’ 

In this counter-factual world, banks (and insurance companies, etc.) would have a far wider 
choice as to where and fi'om whom they could seek advice as to the safety of bonds that they might 
hold in their portfolios. Some institutions might choose to do the necessary research on bonds 
themselves, or rely primarily on the information yielded by the credit default swap market. Or they 
might turn to outside advisors that they considered to be reliable - based on the track record of the 
advisor, the business model of the advisor (including the possibilities of conflicts of interest), the other 
activities of the advisor (which might pose potential conflicts), and anything else that the institution 
considered relevant. Such advisors might include the credit rating agencies. But the category of 
advisors might also expand to include investment banks (if they could erect credible "Chinese walls") 
or industry analysts or upstart advisory firms that are currently unknown. 

The end-result — the safety of the institution's bond portfolio - would continue to be subject to 
review by the institution's regulator.^^ That review might also include a review of the institution's 


For banks and savings institutions, in addition to the absolute prohibition on holding bonds that were below 
investment grade, there was a further important impact of ratings: Mortgage-backed securities (MBS) - including CDOs 
— that were issued by non-governmental entities and rated AA or better qualified for the same reduced capital 
requirements (1 .6% of asset value) as applied to the MBS issued by Fannie Mae and Freddie Mac the instead of the 
higher (4%) capital requirements that applied to mortgages and lower rated mortgage securities. 

This oversight would be an appropriate aspect of the safety-and-soundness regulation of such institutions. For a 
justification of safety-and-soundness regulation for these kinds of institutions, see White (1991). 

Again, this is necessary because the regulator has the goal that the regulated institution should maintain a safe bond 
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choice of bond-information advisor (or the choice to do the research in-house) ~ although that choice is 
(at best) a secondary matter, since the safety of the bond portfolio itself (regardless of where the 
information comes from) is the primary goal of the regulator. Nevertheless, it seems highly likely that 
the bond information market would be opened to new ideas - about ratings business models, 
methodologies, and technologies - and to new entry in tvays that have not actually been possible since 
the 1930s. 

It is also worth asking whether, in this counter-factual world, the "issuer pays" business mode! 
could survive. The answer rests on whether bond buyers are able to ascertain which advisors do 
provide reliable advice (as does any model short of relying on government regulation to ensure 
accurate ratings). If the bond buyers can so ascertain,^ then they would be willing to pay higher prices 
(and thus accept lower interest yields) on the bonds of any given underlying quality that are "rated" by 
these reliable advisors. In turn, issuers - even in an "issuer pays" framework - would seek to hire 
these recognized-to-be-reliable advisers, since the issuers would thereby be able to pay lower interest 
rates on the bonds that they issue. 

That the "issuer pays" business model could survive in this counter-factual world is no 
guarantee that it would survive. That outcome would be determined by the competitive process. 

Conclusion 

Whither the credit rating industry and its regulation? The central role - forced by seven 
decades of financial regulation - that the three major credit rating agencies played in the subprime 
debacle has brought extensive public attention to the industry and its practices. The Securities and 
Exchange Commission has recently (in December 2008) taken modest steps to expand its regulation of 
the industry. Further regulatory efforts by the SEC and/or the Congress would not be surprising. 

There is, however, another direction in which public policy could proceed. That direction is 
suggested by the “counter-factual musing” of the previous section: Financial regulators could 
withdraw their delegation of safety judgments to the credit rating agencies.^'* The policy goal of safe 
bond portfolios for regulated financial institutions would remain. But the financial institutions would 
bear the burden of justifying the safety of their bond portfolios to their regulators. The bond 
information market would be opened to new ideas about rating methodologies, technologies, and 
business models and to new entry in ways that have not been possible since the 1930s, 

Participants in this public policy debate should ask themselves the following questions: Is a 
regulatory system that delegates important safety judgments about bonds to third parties in the best 
interests of the regulated institutions and of the bond markets more generally? Will more extensive 
SEC regulation of the rating agencies actually succeed in forcing the rating agencies to make better 
judgments in the future? Would such regulation have consequences for flexibility, innovation, and 
entry in the bond information market? Or instead, could the financial institutions be trusted to seek 
their own sources of information about the creditworthiness of bonds, so long as financial regulators 
oversee the safety of those bond portfolios? 


portfolio (or have appropriate capital for the risks). 

This seems a reasonable assumption, since the bond market is, for the most part, one where financial institutions are the 
major buying and selling entities, it is not a market where "widcws and orphans" are likely to be major participants. 

The SEC proposed regulations along these lines in July 2008; see Federal Register . 73 (July 1 1 , 2008), pp. 40088- 
40106, 40106-40124, and 40124-40142. No final action has been taken on these proposals. 
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Chairman TOWNS. Thank you very much. 

Let me thank all of you for your testimony. You know, we talked 
earlier with Mr. Cantor. He didn’t feel that they have played a role 
in this meltdown, but I want you to know that our role here today 
is to try to find ways and methods to fix what is going on. 

I want to start with you. Senator D’Amato, and of course, Mr. 
Baggesen, and probably all of you, as to what can we do to prevent 
credit rating agencies from contributing to the next financial col- 
lapse. What can we do? 

Mr. D’Amato. Mr. Chairman, Professor White did touch on a 
number of things, and they can get a little bit esoteric. But the fact 
is that once we stamped NRSRO on those three agencies, and I 
think there is one other now, Moody’s, Fitch, Standard & Poor’s 
and one other. We gave them a headlock. We kept out competition, 
innovation that the market forces are very capable of providing. 

So I think there is a lot to what we can do. And I will come back, 
to beat the dead horse, how do you keep honest people honest? You 
have the fence or the wall or the prohibition. You do it one way 
or the other. I think the fence and the wall are half-hearted at- 
tempts, and you are always going to find, I mean, here you saw 
this fellow McCleskey, who was in charge of compliance, and they 
moved him right out. You know, you are still going to have those 
kinds of things. 

If you want to keep honest people honest, an issuer should not 
be paying or, put it the other way around, the rating agencies 
should not be paid by an issuer for a particular issue. The two are 
incompatible. You saw that situation in the accounting problems. 
It is the same here. 

And I think that is one of the important elements, and I think 
the SEC finally has it right in their proposed recommendation. 
That should be adopted, and we should open the system up to com- 
petition. Professor White touched on some methodologies that can 
and should be employed. 

Chairman TOWNS. Right. You know, I get your point because 
even in research with doctors and with the patients, they finally 
had to come up with patients that were involved in the research 
to have their own doctors, because the person that was involved in 
research, the only thing he was doing or she was doing was looking 
at their research, and not at the patient, how the patient was 
doing. So I get your point very well there. Senator. 

Any other comments here? 

Mr Abrams, yes? 

Mr. Abrams. My reaction is two-fold. First, one of the problems 
here is that there has been too much reliance on rating agencies, 
as if they were the only source of information, which they have 
never been, as if that was the place to go. CalPERS, by way of ex- 
ample, is suing my client, so I am very interested in CalPERS and 
I am glad to sit next to the gentleman here who I may depose 
someday. 

Chairman Towns. Well, we arranged this. [Laughter.] 

Mr. Abrams. And for over $1 billion, by the way. And let me read 
you one line from CalPERS complaint in that case. It says: “Other 
than the rating agencies’ evaluation and subsequent credit rating 
of an SIV, a special investment vehicle, an investor had no access 
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to any information on which to base a judgment of an SIV’s credit- 
worthiness.” My reaction is that if that is the case, and I don’t 
want to argue our case, if that were the case, they shouldn’t be in- 
vesting in the sort of entities where they know nothing other than 
its rating. And I think in general there has been an over-reliance 
on ratings only. 

One of the things I know that my client has been trying to do 
since the bad events of the last few years is to try to get out the 
story a little bit better about what ratings are and what they are 
not; that they are essentially an assessment of credit-worthiness in 
the future, the likelihood of repayment down the road, not of mar- 
ket value, not of volatility, not of liquidity, not of a lot of things 
which will ultimately and even short term affect pricing. 

But it is not easy to get that story out, and I think one of the 
things that has to be done is for a much better public understand- 
ing of just what ratings are and what they are not. 

Chairman Towns. So are you saying that the SEC should play 
a greater role in this process? I mean, I am not sure I understand. 

Mr. Abrams. I think there are things the SEC can do. Indeed, 
I think the SEC can play a role in helping to restore credibility, 
if you will, of this whole process, particularly if we are moving in 
the direction of more competition. We have 10 NRSROs now. As 
Senator D’Amato said, not so long ago we had three, four, give. 
Now we have 10 since and because of the act passed by Congress 
in 1966, the Credit Rating Reform Act, which took effect in 2000, 
rather, 2006 which took efect in 2007. 

If we are going to open this up and have more and more and 
more NRSROs or perhaps, as Professor White says, not have 
NRSROs anymore, we will still need a significant level of oversight 
by the SEC, and some of their proposals in that respect are in the 
direction, I think, of helping the industry to be better viewed be- 
cause, again with all these entities in now and more and more to 
come, you are taking entities which may not always be of the high- 
est level in terms of experience and making them NRSROs. 

The SEC used to say, you can’t be an NRSRO because you 
haven’t had experience. And the argument against that was, how 
can we get experience? And we need the designation, etc. 

All right, we went in the direction, then, of saying we will give 
the stamp, so to speak, of NRSRO to, I don’t want to say almost 
any, but any financially secure entity, even if they don’t have a lot 
of past experience. There is a societal risk in that. I think it was 
a good decision, but there is a risk-reward in it. And one of the con- 
sequences of doing that is that I think you need a higher level of 
SEC involvement so long, at least, as you have the NRSRO des- 
ignation in the first place. 

Chairman Towns. I yield to the gentleman from California. My 
time is expired. 

Mr. ISSA. Thank you, Mr. Chairman. 

Mr. Abrams, under Sarbanes-Oxley, we looked at the auditing 
world and the big 10, 9, 8, 7, 6, 5, 4 accounting firms. And we 
found that in fact they were playing two sides of the game. They 
were doing the annual audited financial, and then they were sell- 
ing a bunch of products. And the two basically could not have fire- 
walls. They simply couldn’t get past the fact that partners all bene- 
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filed effectively from that. And if there wasn’t money in one side, 
and there was money in the other side, the partners wanted to 
share, or they didn’t want to he on the other side. So Congress 
made a decision that we could no longer have that. 

In the case of rating agencies, do you believe that we should con- 
sider narrowing what 1 or 3, 5, 10, whatever amount of rating 
agencies can do, versus other services so as to make it as close to 
the equivalent of your annual audit, rather than a more broad set 
of opinions and products being sold? Do you think that would help? 

Mr. Abrams. Two thoughts. One is I think the notion of saying 
that rating agencies shouldn’t do consulting, say 

Mr. ISSA. That is exactly what I am saying. 

Mr. Abrams. I understand — it is an appropriate one. My under- 
standing is my client doesn’t do consulting. But without, you know, 
getting into definitional issues, the notion of separating consulting 
as such from ratings I think is a wise one. 

But that said, I think you really do have to take care about how 
far you go in terms of limiting 

Mr. IssA. Let’s take it for a moment in the direction that Profes- 
sor White would take it. If I look at stocks, rather than bonds or 
other debt instruments, if I look at stocks, if Goldman Sachs wants 
to take me public, they take me public and eveiybody understands 
that they are making a market. They are making a lot of money. 
They have a lot of fees. They are making their portfolio for me look 
as good as possible. Basically, they are finding ways in a legal way 
to kite the stock’s value to the highest possibk level for the public 
offering, and then they set it at a little less than that so it pops 
on day one. We all understand that. 

However, if five other institutions begin tracking my stock, they 
are tracking it much more independently, and that is the difference 
between who takes me public and who, in fact, is giving their cli- 
ents’ advice. 

Is that model, and I will go to Professor White I think, part of 
where the direction we need to go? We need to recognize that those 
who look at the papers and present an opinion are very different 
than those who provide an opinion on an ongoing basis for the 
value of something. 

And I would like to go to Professor White, perhaps, to see when 
you look at the obsolescence of the existing model, should we end 
it in favor of something with more transparency and a number of 
rating organizations for the protection of CalPERS and others? Or 
should we try to mend the existing system? 

Mr. White. Congressman, the existing model that I would aban- 
don is the regulatory reliance on ratings. That is the crucial thing. 
That is where everything else follows. Once we get rid of that, and 
you know, the SEC has taken some initial steps. We need bank 
regulators to do the same, pensions fund regulators, insurance reg- 
ulators. The Congress can legislate in this direction. 

Once that is done, remember this is an institutional market and 
bond managers at pension funds, at banks, at insurance companies, 
at money market mutual funds should be and can be expected to 
exercise judgment about who is a trusted source of information, 
look at the business model of an adviser and say, you know, I am 
not so good with that. 
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Mr. IssA. I have one person with $200 billion at stake here. Mr. 
Baggesen, in your case, if we moved to a model where obviously 
somebody is going to put the wrapper together initially, but instead 
of relying either on that rating organization or. Lord help us, on 
AIG to wrap it in the AAA rating, which often was the problem, 
wouldn’t you be better served if, in fact, that model were in place, 
because you are a sophisticated buyer, but you don’t have enough 
to do a full analysis, perhaps, in the old model without relying too 
heavily on the rating agency? 

Mr. Baggesen. Yes. There are a number of areas where the cur- 
rent model breaks down. These things have been addressed, for ex- 
ample, in the auditing profession. You are well aware of that. That 
is one possible alternative, is to move down that kind of a struc- 
ture. 

Certainly, another structure is to remove the regulatory reliance. 
That is another alternative. There is no, in the equity world that 
I am most familiar with, there is no requirement, for example, that 
I look at Goldman Sachs stock rating before I purchase a security. 
That is, you know, or to put it into a particular type of a portfolio. 
That does not exist in the equity world in that area. 

Mr. IsSA. And you invest in the equity world on an informed 
basis? 

Mr. Baggesen. Absolutely, absolutely. The credit rating agen- 
cies, currently we are almost required, again by my naive judg- 
ment, in respect to Mr. Abrams wanting to oppose me potentially 
later. 

Mr. IsSA. We will try it later, not here. 

Mr. Baggesen. We are almost required to look a those ratings 
simply because the credit rating agencies are allowed access to in- 
side information that we do not have access to. So if we did not 
consider that information, we would certainly potentially be ignor- 
ing another pool of information, and that in itself could cause prob- 
lems. 

So there are a number of different structures to this. If you take 
away the accessibility of inside information to credit rating agen- 
cies and make them the equivalent of any other security analyst 
or whatever you care to out there, that certainly changes the de- 
gree of reliance that we would be able to place or would be willing 
to place on that pool of activity. That is definitely a way to mitigate 
against the power and the leverage that these organizations have. 

Mr. IsSA. My time is expired. I just want to sort of bring to a 
focus your statement. 

So if you had all the same information that the credit agencies 
had as a sophisticated investor, a large sophisticated investor, you 
wouldn’t even be having this potential day in court if you had all 
the same information. At the heart of it, you had to rely on some- 
thing you didn’t know that he did know. 

Mr. Baggesen. Conceptually, sir, but recognize there are hun- 
dreds of thousands of credit instruments out there. So the scale of 
this industry makes it almost impossible for any enterprise, even 
one the size of CalPERS, to go in and dissect every possible issue, 
issuer and so on and so forth. So there are some resource limita- 
tions to that even in the presence of place like CalPERS. 
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Mr. IssA. Sure. We understand that, you know, we rely on Google 
when we put in a word, and we don’t necessarily get it all. But in 
this case, you believe you were denied access to the same informa- 
tion and therefore you relied on it, both regulatory-wise and be- 
cause they were given information you were not. 

Mr. Baggesen. Yes, sir. 

Mr. IsSA. Thank you. 

Chairman Towns. Right. Thank you very much. The gentleman’s 
time is expired. 

I now call on the gentleman from Maryland, Mr. Elijah 
Cummings. 

Mr. Cummings. Thank you very much. 

I want to put all this into some kind of context, Mr. Baggesen. 
I think the point for all of us to remember is that CalPERS and 
other public pension systems is that they manage the retirement 
security for a lot of our constituents. I mean, you are from Califor- 
nia, I assume, but for teachers, bus drivers, policemen, other public 
servants, and those pensions are funded with public tax dollars and 
losses, however they may occur, cost taxpayers money. Is that 
right? 

Mr. Baggesen. Yes. That would ultimately be correct, sir, but 
recognize that our pension beneficiaries, we do not see as being in 
any risk in this issue. But certainly, if we lose money or make less 
in return on our portfolios, the contribution rates that roll back to 
taxpayers could have to increase, certainly. 

Mr. Cummings. Yes, that is the point I was trying to make. 

And I know for a fact, having been a former, in the red book and 
a bond counsel before I came to Congress, that I remember when 
I first started doing bond work and they talked about Moody’s and 
Fitch, and what they said, you know, the rating of a bond agency 
you can rely on because it is like God talking. That is exactly what 
they told me. And now I realize that, you know, maybe they were 
over-rating the bond agencies. 

And that brings me to the point of, you know, you didn’t have 
much of a choice as to whether or not to use the credit rating agen- 
cies. Is that right, Mr. Baggesen? What else were you going to do? 

Mr. Baggesen. Well, that is exactly right. Their activities are en- 
shrined in market practice and regulation throughout the market- 
place. Throughout the marketplace, sir, their activities are rife 
throughout it. 

Mr. Cummings. Right. 

Mr. Baggesen. Whether it is regulatory requirement, historic 
practice, whatever you care to 

Mr. Cummings. And so your own investment policies determine 
the portfolio’s risk and the bond ratings. Is that correct? 

Mr. Baggesen. Yes, sir. Enshrined again in our policies, there 
are references to the amount of risk that we are willing to take 
within certain segments of our investment portfolio. That risk is 
often expressed in the terms of a rating. Those ratings have been 
held out historically as the yardstick by which to judge credit-wor- 
thiness. 

Mr. Cummings. And you didn’t say this, but the fact is that in 
talking to a member of my staff who used to be involved in looking 
at how Baltimore invests its pension money, he told me that they 
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would often look at CalPERS to see what kind of things that you 
all were doing. 

I know you didn’t say this, but because you all were seen to be 
so good at it, and of course you are dealing with, what did you say, 
200 million people? And they figured that if you all were doing 
something, they might want to at least take a look at it, because 
you all, whether you admit it or not, became sort of a gold stand- 
ard. And your gold standard, I guess, was based largely on infor- 
mation that you were getting from these rating agencies. Is that a 
fair statement? 

Mr. Baggesen. The information from the rating agencies is abso- 
lutely incorporated in everything CalPERS does. The degree of reli- 
ance is something, I guess, that we will explore probably in a court- 
room. 

Mr. Cummings. Had you decided at some point that you could no 
longer trust the bond ratings being issued? What were your op- 
tions, if any? 

Mr. Baggesen. The option is to try to do the research yourself, 
and that becomes extremely, obviously, labor-intensive, resource-in- 
tensive and very expensive. 

Mr. Cummings. And almost impossible, is that right? 

Mr. Baggesen. Well, the scale of the marketplace is so large that 
we certainly don’t have a staff. We have 40 people in our fixed in- 
come area. 

Mr. Cummings. Now, could you have disregarded those ratings 
without risking suits for breach of fiduciary duties? In other words, 
you are looking at a rating and you don’t rely on it. I mean, what 
happens then? 

Mr. Baggesen. Well, for example, I will go back to the example 
of the benchmarks that we use in order to execute our asset alloca- 
tion work to determine where we deploy capital in the portfolio. 
Credit ratings are enshrined in a portion of that benchmark exer- 
cise. The fixed income indices all are rated by are these invest- 
ment-grade debts, are these junk bonds, all different kinds of im- 
plied ratings attached to that. 

Those benchmarks have an effect on how you deploy your capital 
as you match your capital deployment to the liability stream that 
we are trying to meet the needs of with the pension fund. So cer- 
tainly the activity in the presence of those ratings and their use in 
the marketplace have impacts on how we allocate capital. That is 
inescapable. 

Mr. Cummings. If I might just ask one quick followup, and that 
is that as a result of all of this, all of this information, how has 
that affected, if at all, your business? I mean, from what you have 
learned about what the rating agencies may have failed to do? 

Mr. Baggesen. Well, again, from the perspective of what I do on 
behalf of CalPERS, this looks like a very familiar governance prob- 
lem. This is the same problem that was dealt with back in the days 
of Sarbanes-Oxley with auditors and all the rest of that. I mean, 
so this is a very similar governance issue, and it is providing, obvi- 
ously, a huge array of work for us in trying to figure out how to 
accommodate and how to compensate for that. 

So even now, our fixed income portfolios, for example, if we are 
not able to farm capital out to external managers where those ex- 
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ternal managers are being controlled by being constrained to in- 
vesting in certain rated securities or certain tiers of securities, if 
we cannot rely on those managers to be able to really understand 
the risks attached to those securities, that causes us to have to 
bring capital back internally to manage, which we may or may not 
have the resources to do. 

So there is a whole raft of effects on our business model that are 
stemming from this activity. 

Mr. Cummings. Thank you, Mr. Chairman. 

Chairman Towns. Thank you very much. 

You know, we promised to have the Senator out by 1:30, so Sen- 
ator, we recognize 

Mr. D’Amato. Mr. Chairman, the clock is ticking and I have a 
plane to catch. 

Chairman Towns. Yes. 

Mr. D’Amato. I commend you again for the hearing. 

Chairman Towns. Thank you, thank you very, very much. 

Mr. D’Amato. Thank you, Mr. Chairman. 

Chairman Towns. Pleasure. All right. 

We now yield 5 minutes to the gentlewoman from Ohio. 

Oh, I am sorry. I didn’t realize you were here. 

The gentleman from Indiana. They change up on me here. Mr. 
Souder? I am sorry. 

Mr. Souder. No. I understood. I switched seats. 

There is a big temptation to go off on a higher level challenge 
about how bubbles work, because in fact, like we talked about 
Enron, the dot.com bubble, back to tulips in Holland, like mark to 
market. You know, you go too much and then you contract too 
much, and it is the challenge of how to keep an even flow. 

But one of the fundamental questions that comes every time we 
go through one of these in world history is: Who is actually doing 
9ie investigating? 

And one of the bankers from my area who is on the Federal Re- 
serve sat down with me early on as we were going through TARP 
and TALE and so on, and said one of the challenges here was that 
basically the housing market went up by 400 percent. The growth 
was going up 25 percent. So how did people miss the bubble? And 
that one of the challenges any of you — in other words, how did 
Moody’s, how did the investment firms, how did the banks? Be- 
cause once you sit back and go, well, there is going to be a housing 
bubble whenever you have, just like in the dot.coms or a run-up in 
energy, historical, looking back on it, you can see it, but sometimes 
you want to say on this one, it was pretty evident. 

Now, I want to probe a little bit with Mr. Abrams’ testimony, be- 
cause we had lots of good testimony here. But most people thought 
that bond ratings were investigating, but the implications of your 
talking about what is a reasonable verification, reasonable inves- 
tigation in your written testimony, and what in fact bond entities, 
the rating agencies do, that underneath this, if you are mandated, 
if the firms are, and I realize you are not officially representing 
them today, but these firms are to look at the underlying capital. 
In other words, does this firm have enough capital? 

Wouldn’t that require investigation into whether some basic as- 
sumptions like did the housing market grow 400 percent, where 
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the economy was only going 25 percent; in securitization, that the 
different tranches, the more far out you went in the tranches, the 
more risk you were taking. And doesn’t that require investigation 
to do a capital requirement? 

Mr. Abrams. Well, my understanding is this, that Standard & 
Poor’s, at least, has conducted a loan-by-loan investigation through 
its computerized analytic efforts, which I don’t begin to understand 
personally, but it is loan by loan. But it does presuppose that when 
they receive information from the entities that supply it to them, 
the information itself is accurate. Then they deal with the informa- 
tion. 

Mr. SOUDER. May I interrupt for a second? 

Mr. Abrams. Yes, please. 

Mr. SoUDER. In your written testimony, you said that, for exam- 
ple, if required assuming in forecasting, because Standard & Poor’s 
isn’t a forecasting organization, that the management forecasts 
were reasonable. But isn’t that assuming that the entity that you 
are about to rate is, in fact, giving you a forecast that is accurate, 
rather than going and looking back at the housing market to deter- 
mine whether the forecast was accurate, because otherwise, the 
capital assumption is wrong? 

Mr. Abrams. Now look. Standard & Poor’s has economists. Their 
job is to do the best job they can in forecasting internally in a way 
that helps them how the housing market and other markets are 
going to do. They gather information, lots and lots of information, 
which bears on it. They come to assumptions based on history 
which goes back to the Great Depression. And they did that, and 
they did it with respect to the housing market, and the pre- 
supposed that the housing market was going to go down. I mean, 
it isn’t so, that they thought that it was going to keep going up. 
They thought it would go down, and they worked with models 
based on historic experience to try to tell them how much it could 
rationally, predictably be said to go down, and that wasn’t enough. 
It went down much more and much more quickly. 

I am sorry. 

Mr. SouDER. AIG, I mean, it was a house of cards that it appears 
that nobody really investigated. 

And if I could go to Mr Baggesen for a second. When you say 
that you can’t afford enough investigators, I mean, I think your in- 
vestors assume you are doing it. What you are really saying is that 
it would cost you more money and reduce the return to your inves- 
tors if you hired a bunch more investigators. Isn’t that correct? If 
you hired 80 investigators, it would lower your rate of return. 

And part of the problem here is everybody wants a high rate of 
return, so everybody starts chasing, hoping that they can get this 
high rate of return. Nobody really wants to check because if you 
only offer 4 percent and somebody else is offering 12 percent, then 
your holders will complain. And that is how it spread to the whole 
economy because everybody started going into speculative stocks 
because if you didn’t buy housing tranches and securitization, if 
you didn’t buy pharmaceuticals and you didn’t buy energy, you 
couldn’t get higher than a 4-percent to 6 percent because 4 percent 
to 6 percent was what the economy was growing. 
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So anything you were getting up here was pretty speculative, yet 
nobody really wanted to dig in, and everybody goes, well, we didn’t 
do the kind of core investigation. We were just relying on the sta- 
tistics. And based on past models, we thought it might go down a 
little, but not this much. Yes, but nobody got in and looked at the 
core. And that is what is hard to understand. The consumer didn’t, 
the agencies that were placing the consumers’ dollars, the different 
companies. Insurance companies started speculating more than 
they would have in order to be able to compete to get money into 
insurance policies. 

And it is like somewhere in here, we have to have somebody 
looking at the core, not just circulating information, or we will re- 
peat it. 

Chairman Towns. The gentleman’s time has expired. 

I now yield 5 minutes for the gentlewoman from Ohio, Ms. Kap- 
tur. 

Ms. Kaptur. I thank the chairman for the time and inviting this 
excellent group of panelists this morning, and this afternoon. 
[Laughter.] 

Mr. Abrams, I wanted to ask for the record, in what community 
is your law firm located? 

Mr. Abram. I am sorry. In what? 

Ms. Kaptur. In what community is your law firm? 

Mr. Abram. Oh, I am sorry. New York City. 

Ms. Kaptur. You are in New York City. 

Mr. Abram. Yes. 

Ms. Kaptur. I noticed as a Midwesterner the coastal nature of 
most of our witnesses. And therefore, from the heartland, I have 
to send this message. The first is that going back to the 1980’s, the 
abuse that occurred in the savings and loan system was followed 
by an even greater set of abuses we are experiencing today, be- 
cause what Congress did back then, and I served back then, sent 
the wrong message. It sent the message that if you abuse the fi- 
nancial system, the taxpayers would bail you out, and it has been 
done again to a much greater degree. 

If I look at the current situation today and how it affects my re- 
gion, just so the folks from the coast know this, Ohio has now lost 
an additional money center bank. PNC, whose Vice President, Mr. 
Demchak, invented the derivative when he worked for J.P. Morgan 
up there in New York moves to Pittsburgh. And one of the results 
of this debacle has been we have made the big banks bigger and 
places like Ohio, now, we only have three money center banks left. 
National City was bought by PNC. 

We look at which banks are failing, 126 of them, I guess, have 
been resolved at this point at the FDIC. And we see the big banks 
getting bigger. I think three rating services isn’t enough. That is 
an oligopoly, the way I look at it. All right? Out from the heart- 
land. Maybe folks from the coasts look at it a different way. 

I am just putting this on the record. The result of this system 
of housing rescue has been that now the Federal Government is the 
dump basket for all the mistakes of the private sector. The large 
banks have essentially taken profits and socialized losses. Just look 
at FHA. If we look at our Federal mortgage instrumentalities, we 
used to hold one of 50 mortgages. Guess what? We now hold one 
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of four, because all the toxic assets have been dumped on the pub- 
lic. 

And what worries me most is that what is going to happen again, 
because of the power of these institutions, is that we are going to 
open the floodgates more. I don’t know how much more damage 
they can do than they have done already. 

But here is what I want, and this is going to be my question to 
you, as you see the financial reform proceeding, whatever that re- 
form is over in some of these committees, here is what I want. Tell 
me how close we are going to get from what you have seen is occur- 
ring over in the Financial Services Committee to it? 

I want a safe and sound banking system again. I want more than 
financial services. I want a banking system again. I want a healthy 
housing market. I want the re-empowerment of communities cap- 
ital accumulation versus the movement of that capital to just a few 
money center institutions. 

How close am I going to get to the re-empowerment of commu- 
nity capital accumulation? And how close am I going to come to the 
restoration of prudent lending and responsible savings, based on 
what you have heard is occurring here, you heard the President’s 
speech, you talk to your colleagues up there in New York? 

I asked Mr. Bernanke, and I will end with this statement: “Mr 
Bernanke, you know, we are under the Cleveland Fed, and the 
Cleveland Fed sort of has something to say about what the New 
York Fed does, but not really. Would you be for the democratiza- 
tion of the Fed, where every single region has an equal vote?” 

You know what his answer was? Absolutely not. 

So my question to you is, based on what you have heard, how 
close are we coming under these reform proposals to a safe and 
sound banking system, a healthier housing market, the empower- 
ment of community capital accumulation versus money center bank 
capital accumulation, and prudent lending and savings in this 
country again? Who is brave enough to take that on? 

Mr. Abrams. I will go first because I can be very brief on this 
because it is so far from my area of expertise. But speaking for my- 
self, I think a number of the proposals will move us significantly 
in the direction that you want, including a number that the Presi- 
dent has proposed. But to get where you want to wind up is going 
to take a lot of doing. 

Ms. Kaptur. Yes, it is. 

Mr. Baggesen. That is a very difficult question. From the capital 
market perspective, we think that many of the reforms that have 
been proposed are certainly encouraging, things like proxy access. 
There is a whole raft of governance things that have been proposed 
under the, I would say, the new SEC, which seems to be reinvigo- 
rated at its job as a protector of investor interests. 

So we are very encouraged by those actions. It has yet to trans- 
late into real differences in the behavior of the marketplace. You 
have laid out a number of attributes here that it is not clear to me 
how much of this can be commanded by a regulatory system. In 
many cases, what you are asking for 

Ms. Kaptur. Excuse me. May I just interject there, it isn’t just 
the regulatory system which is the track we are on. It is the archi- 
tecture of the entire system. 
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Mr. Baggesen. Excellent point. But you cannot, I don’t think 
that you can turn the clock back. For example, if capital formation 
and people are moving, for example, from Ohio to California, you 
are not going to turn back the influence that migrates, let’s say, to 
California, in other words, from Ohio. So that, you know, people in 
the dynamics of how they live and where they choose to live and 
what they choose to do are going to have a large impact on the rel- 
ative influence of the different regions of the United States. 

Ms. Kaptur. I hear what you are saying, but, I mean, we want 
to have strong community lending. We want rigor and prudent 
lending to be possible again, and it won’t be unless everyone has 
a piece of the action. And you just can’t sell risk up the chain that 
then ends up being dumped on the Federal Government. 

And my concern is we are going to be off into consumer agencies, 
a little tinkering here with regulatory, and we are missing the big 
picture. I can remember the day, and my time has expired, and 
Professor, I would love for you to answer my questions to the 
record, by the way, when they came down to the Banking Commit- 
tee and they took the name off the door. It used to be Banking, 
Housing and Urban Affairs. That is when we had a real, that is 
what was left of a real banking system, what was left of a sound 
housing market, and what was left of a real commitment to our 
urban areas across this country. 

What we have ended up with is financial services. The name 
says it all. We have to go back on top. We are down here in the 
middle. We have to go back to the architecture. And my greatest 
fear is we are not going to get there and we will end up with even 
bigger crisis because the architecture will be wrong, and just deal- 
ing with regulation won’t be enough. 

Thank you very much, Mr. Chairman. 

Chairman TOWNS. Right. Thank you very much. 

In closing, you know, I am still having problems with this conflict 
of interest. A few rating agencies are paid to help structure securi- 
ties. They then get paid to rate the same securities. I am telling 
you, that to me sounds like a conflict of interest. So I am still hav- 
ing that problem. 

You know, Winston Churchill — did the ranking member have 
anything else that he would like to add? 

Mr. ISSA. Mr. Chairman, I just want to thank you for this hear- 
ing. I think, in closing, it certainly has shed light on the fact that 
we are not going to mend this system without significant change. 
And I commend you for doing comprehensive and I hope more com- 
prehensive review of all the causes of the financial meltdown. 

I yield back. 

Chairman Towns. Right. Thank you very much. 

And let me close by saying Winston Churchill once described So- 
viet Russia as a riddle wrapped in a mystery inside an enigma. 
After listening to today’s testimony, I think he could just as easily 
have said that about the way credit rating agencies operate. 

Today, we had testimony from two former senior employees at 
Moody’s who described a culture of secrecy, a place where putting 
things in writing was frowned upon. Can you imagine working at 
a place where the very act of writing a memo or sending an email 
is suspect? 
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This culture of secrecy extended to companies outside Moody’s as 
well. Moody’s tells us they retained an outside law firm, Kramer 
Levin, to investigate Mr. Kolchinsky’s allegations of illegal conduct 
at Moody’s. But this morning, we learned that this outside firm 
was given oral instructions, only oral instructions. 

Moody’s says there is no written statement or work and no con- 
tract specifying the work to be done. In addition, this outside firm 
is not expected to produce any written report of its findings and 
has no schedule of completion. 

On top of that, Kramer Levin says this is their normal behavior. 
They never produce written reports. Instead, they give their clients 
oral briefings. In other words, the Moody’s business model could be 
summed up as: leave no fingerprints; don’t ask, don’t tell. 

This might be all right if the credit rating agencies hadn’t played 
a starring role in the collapse of the financial system. For that rea- 
son, this cannot continue. It is very clear to me at this point that 
effective legislation is needed, along with effective oversight, to 
bring about the confidence that is needed to be able to turn things 
around. 

The testimony we have heard today is just the opening chapter 
of what promises to be a sordid story. We intend to pursue this fur- 
ther. 

Finally, I want to thank all of our witnesses, and I want to thank 
the two witnesses, Mr. Kolchinsky and Mr. McCleskey, who had 
the courage to come forward to testify about what they saw at 
Moody’s. 

I am aware that testifying before Congress is never, never easy, 
and we want you to know that we appreciate their participation 
and also we appreciate the participation of all the witnesses. 

On that note, without anything further to do, the committee 
stands adjourned. 

[Whereupon, at 1:43 p.m. the committee was adjourned.] 

[Additional information submitted for the hearing record follows:] 
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Decembrar 2, 2009 


The Honorable Edolphus Towns, Chairman 
Committee on Oversi^t and Government Reform 
U.S. House of Rqirraaitatives 
2157 Rayburn House Office Building 
Washington, D.C. 20515 

Re; Production of Documents on Belmlf of Moody’s & Kramer Levin Briefing 
Dear Chaiiman Towns; 

On behalf of oar client, Moody’s, I write in reqwnse to your letter to Raymond McDaniel 
dated October 29, 2009, as well as in fiutherance to the subsequent communications I have had 
with Committee staff. As I have discussed witti Committee staff Kramer Levin Naflalis & 
Frankel LLP ("Kramer Levin") has now concluded its independent investigation of Mr. 
Kolchinsky’s claims and can provide the briefing to Committee staff to supplement die initial 
briefing provided by Kramer Levin on September 30, 2009. As 1 have indicated, Kramer Levin 
would be pi^ared to do a single briefing for both the Republican and Datfocratic staffs, or if it 
is preferential to the Committee, two separate briefings - but, we would request that in this case, 
both briefings be scheduled for the same day. 

Staff had requested that in advance of (his briefing Moody’s provide a copy of the 
documents contained in Mr. Kolchinsky’s Human Resources file, as well as a copy of the 
engaganrait letter fiom Kramer Levin to Moody’s. As requested, copies of these documents, as 
well as two letters sent by Human Resources to Mr. Kolchinsky in September, 2009, are being 
provided today. It is important to note that flie contemplated Kramer Levin briefing will be 
critical in providing the necessary context and background related to these documents. For 
purposes of identification and references, these documents have been consecutively numbered 
from MOODY’S-COGR09-00082 - MOODY’S-COGR09 - 00137. As discussed witii 
Committee staff, transmittal information generated in connection with the collection of such 
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documents has been redacted. Production of these documents is not intended to be a waiver of 
the attorney-client, attorney work product, or any other Eq>plicable privil^e. 

The documents we are producing today ate confidential and proprietary in nature, and 
have been mariced acoordin^y. We ask that these documents be kept confidential by the 
Committee and its staflF. Moreover, these documents may contain material non-public 
infermation concerning Moody’s that should be kq>t confidential. We therefore ask that the 
Committee staff provide us with notice and an opportunity to be heard before the Committee, 
notwithstanding our request that these documents be kqrt confidential, discloses any non-public 
information flom these documents to third parties. 

In addition, the documents being produced today contain certain confidential, personal 
information (including, among other information, social security numbers, home phone numbers, 
personal e-mail addresses, home addresses, birdi dates, passport numbo's, and compensation 
information), and, as discussed with Committee staff, such Mormarion has been redacted. 
Finally, as also discussed with Committee staff, to the extent that any other individual employees 
are referenced in any of the documents also refeencing Kfo. Kolchinsky, the names of such 
employees have been redacted if such referaices are unrelated to Mr. Kolchinsky and/or his 
claims. Please note that pages containing redactions have bear marked accordingly. 

Please let us know if you have any questions. 


Sincerely, 



Steven R. Ross 
Counsel for Moody’s 


Enclosures 

cc: The Honorable Darrell Issa (w/ Enel.) 

cc: Ron Srioman, Esq. (w/ Enel.) 

cc: John Arlington, Esq. (w/ End.) 

cc: Jennifer Safevian, Esq. (w/ Enel.) 
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Eric Kokhinsky 



D<»ir£ric: 

We m pleased to coafinn your new positioo as Team Managifig Director in the Research 
and Analytics Group of Moody's Investors Service, rqx>rting to Cus Harris, effective as of 
Novetidier 1 6, 2007. Tliis tetter sets forth certain terms of yemr new positmn. Excr^ as amended 
by flris letter, the terms of your offer letter with Moody's, <kted April 29, 2005, ^t! cemtinue to 
govern your employment. 

1. Compensation 

You will receive a base salary of flHIiipcr year, payable according to Moody's 
customary payroll practices. For calendar year 2007, you will be eligible for a disnetionary 
bonus under Moody 's Executi ve Perfennance Incentive Compensation (‘'EPIC'7 Plo^ &nd your 
target bonus will be ■■■ Your actual bonus payout will be payable during the first quarter 
of 200B. Fundmg for EPIC will be based on Moody's Cotporation financial performance against 
target for 2(X}7. Under the EPIC Plan, your aerial bonus payout will be bas^ on a combination 
of jmiu- performance and Moody's pet^mance relative to its finandal targets for the ^ar. Hie 
payment of all bonuses will be subject to satisfactory performance and conduct <m your pari, as 
wrii as your remaining employed by Moody's, throu^ the date on which foe pa)inent is made. 

2. Benefit 

As of foe date of your foansfer. you wifi accrue vacation days pro rata based on 4 weeks 
of vacation for each calendar year, in accordance with Moody's customary vacation policy. 

Eric, we wish you continued success and hope that you will find your new position 
rewarding. 

Sincerdy, 

Adrieime Rosenfeld 
Recruiting Director 

cc: G. Harris 
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MerriH Lynch 
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New York. NY 
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Goldman Sachs New York. NY 
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• Executed atiuctured trensactlons backed by real estate assets, including public CMBS offerings. 
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rmvided priciiig Informedon tor several groups 
induding research. Munis, end tonds. Devetopir^a 
Dridna tool for MPRA. 

Eric assisted several groups withki MIS vdlh pricing 
Information. 

■ 

B. BukthngAJBanoas^ack^- In Uau of getting 
funcfing - entered lite alliance vdlh Mdrew 1^1^ 
Asse, and oMBS. Difficult, multl>party negode&Kv 

Erie dU e greet in dosing the MBS deal with 
Katotay and eUBS. There were several r^flcuil 
personalities Involved in the negotiations, but Eric 
sttyed focused on cloebig the draLftoatsoenn^ 
that we eRactiyely integiated toe MBS data No our 
end of dev data 

■ 


tf nMOM NV fmr(t) byprtaalBQ tab In reir abow. 
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II. Key CompatsneiesRevtaw 2008 

How ywwofktowirdsaehts^S your ob}»dlvMiKtf«o important T1m«rekeyoompMMdot,of btbnton,0at 
teodtouMCOMtoyoifflob. R 0 fertoOie'‘CainpetsftdeftK^i(en(iirffafn. StiooiyourksyjobcompoieRi^Cat 
teaMQwdpravWeap^cactunpIot. Evafcate tew your pa rf ott na n ce W» year wBactetl these fcey cowpotoftciw. 

• Uit itm appropriate CCTni» t o nc te » fa the faoic prevktad h cduinn A. 

• how p ar fa w w tc o raSacM these lay contpetendee. 

• Give examples to lunMn your oo<nmer^ 

CatomnSwHtocani^stocIbyyiKffiraNNtobf* YowmsntgwfiayackfressaddttoiBtcarnpetottiet. 


1 W^PRfSuyM eitftoww iMirt 

(B)mnegsr*sABesssiHaat 

SwSHtoiBiaiBWvarBoMeBiiiSieitoWB 


a lY l^l'i n 

Z Human Relaiiaas SklBs. One of tie chaltonsMwth 
nniAHi ME! tws been fntegratlns the tooe^ persennsl 
into the Moody's eultore. ^(Srectraporto have a greet 
d^ irf precfieW expedance. birt have not reoantJy 
worked to a targe oorpofstes^firtg. WMeevaryonehaa 
adjuBtad to lift oav envtommenL artow took longer and 
more work toan others. 

Brto has dona a good }ob in usirrArtng tha kSI team 

Mo Moody’s, i expacled more frora Efte, howmmr. to 
modvalrto tha toam to work harder at dmes WKi pfortoee 
more raaultB. Eric ootdd have Mpadad more tom the 
team end heW them more sccountaUs for Wf shtxitoils 
to their peffermanca. For OKampie, we oenitout to have 
an ouldited whSto paper. 1 also tMnk fiat ErtooouU hive 
eatobtehad a Mronaer relalDnahiD eM) tot arias tbroe. 


idiiJiny.ff.* I ii-; iTirr^yriTJMMMi 


I7I7>na^?TV-! l.)i'»!''-'’ !*n*TTri.'T>T*T:rtiT?'.?'!t 1 

6. Taanwrofk/Cofianltownl Is Moody's. 1 have 
demondieted deep oonnNmanl to Moody's. MEIhas 
provided pricing to vartoua otoer grotto* at Moody’s («.g 
public Sn»tca.fnBiagsd hinds), i have personsOy 
devcnad a greM deto o( tbne to an Mestot to improve the 
aecuraor of Mood/s rabnes. 

Efio vdBngiy aaiMa other groufM wthin MCO. For 
exampto. ha has hatpad Iha Banktog Group In better 
undemtBxflng ekuctored flnanee by provkflrto 
eveluetlone eedmetos and a talntog program. The learn 
wes very compiementery of Eric’s work. 




pi9*2ore 
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b^inswfthatnntifioi^BnrinlrMtructimaisore^n^ j pfo{ecte.HaatMiyf acc^ts^edTiMnierctesInB 

an momtoua amount of MBplaldUty and poi^tvemmntf. 

hmmjrxAAims. OirbtninasafaqubadMEItoduplIcste 

misstaitattieai dtfivery toKloRa. wHh aparao dedicated 

rMowcas, wfda detfing wffh MIT tramABcpn to an 

otit«wetoo. { 

niEfniwfid bypass^ M) ft} low a&mT 


Youf.flmfmgi^.}l0eoti^tMtt9^ r^Qfth$ fom >m y&tK 


s 


OV«ra> 2008 Pwtormaiico Rating 

' Raftfto’ParfemiaMa BfAamtteSftaarilociiidMd 


3 


TNs aactlon you «ifll finaltn aMi your managar. 

111. ^8 and Beyond Career Planning 


list yoitfbutinetaoblacttvaa, in order of tmpoctBnca.ovartha next yaar. ObJed^ah^beBpedtetoto 
ffleBMirabla. tociude tow iwulteiriVltotrtoeai.^ and die large! ^toa for comirfedon. 






Qaalty (esled by rafarartoa to OMimittoo 
gdOeSnet. 




H 

3. Support the SAV learn In dher prajeeta, 
kicfudfng <)ualfty testing. 

TBO • as raqueated 

TBO 


TBO-aa raquailed 

■■ 



HH 


VUhat epedte eldia do you need to comptela you key job objaedvM? Man% pcogmma or {trejecta to buN Ihoae 
sMBa. 


II*] A 











■aHHil 








PageSde 
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For l«llM ONLY 

rR jtfSnliiatvHRBtvIow' 1 Name: 

agnauw ' ... . 


I RiiiflWL R e view Zll.'... ~ ' J Name: 

Slgneture: ' Date: 


illeeiil eioR In put [1 , I Name: " 

Sl^alute: Dele: 


Pafl»5«r8 
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Motufy% AnaljfO€» 

Competencies Key 


1 

J&b KnowhMigft intf Teehnictl SkW* 

Umletvtindi and implied knowlsdga and skils raqui/ed tor job. UaMatos cumnt ioiowlet^ biduMrytom of 

(sqierUMi, 

2 

Ptanrdns a Orgarridi^ 

CoflipMM work tuln offlciontty and eltoctfvety. RiornizM timo and multiple taeke aMKopife^. Pmeessee reque^ 
quicidy «id eccumlely. Develops syslams/pflMmea for menaiF^ woik afiecdvely. end staffs department 

apjx^akrtely. affeedve SMtotion of work. 

3 

Adipfabt% 

Adjustequi^ to rniAipto demands, ehtRtngprtRHiBe,arnblgul^ end rapid change. DofnomtFetMre^Bneelnlheiace 
(rfadver^ end toiHrayone. 

4 

DepMKfibiRly 

AeeoR^Ashn assigned tasks eomplelety. Meeta deadfnes. FoKowa through on oommltmento. Adheres to standards tor 
adendance & puncoraDy. 

5 

Human Reladont SkNis 

trrteraclaadth othsfs in an open, petotive. and protoMionsI manner. Resotves ismies oollaborathmly. Vatoee ddtorencea 
In <^eri. 

6 

Cororaunfcetlon StoHa 

^Makaandwnteadearty, perstisaiveiy. Tallon message to eudlence. LManseffsettoetytoheaf andvtouadKarant 
pBf^sdVBB and viewpoMe. 

7 

PrerfucdvUy 

^odaceeen ^preprlebi quatdNy and qutfty (rfwork tor the postthm end indhrtdual tevel of experience. Takes 
respoftsMtty tor adtonstoesuRs. 

8 

InitiedvcfReatdta Orfentttfon 

Sets standards for performerrca. Focuses on resuks wHh a sense of urgency. Overcomes obstedes. Brings Issues 
toetoeure. 


9 

ProUem SaMngfJudgmcnt Skttle 

Thiidcs ofitoely and exerctoas sound Judgment Idenflfles problems endibr opportunities proactively imd provides 

SOiUtlORS. 

10 

Thinking Btrategtoidly 

Analyzes opportuntoec tan breed perspecDva. Anfidpetss, plans for reacSons of others. MenSRes odicai. hlf^ payoff 
stral^les Impacting results. 

11 

Leads rahip 

Provktos dear rSrecHoitiprtorttlaa. MobKzas and mottvates others to take sction. Gelns support and cornmlbnenl tor 
change. Creates a poMive snvfronmanL 

12 

Ceashing 

Aoourately assaases employee parformanes. Gives 8m^y, spacHIo toedbacfc. Provides chaHenglnp devetopcnenM 
opportunIBes. 

13 

TMffiwertdCammitmenttoMoody's 

&jpports other Mm ittamberi. Wiling lo compiomlie. Piscee orgtnlaiUond priorities abow personal goats. Feetera 
cr^toioreBon, consitiknant to common goals. AnrBes and adheres to Mood/s poWea {Business Conduct Itoressment, 
etc.), fntoraeti positively. 


Pigvdora 
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Gus 

I am pretesting tte rating I received on my PE with respect b> my budget numbos as 
well as the “3” overall rating. 

Wiile the staled goal “Meet revenue targets - $1.25mm” was not met, this was not doc 
to my perfcxmance and I should not be penalized. Sp^^lficaily, tire following ^rteroal 
factors played critical roles in tire group's inabiihy to raise re\^moe; 

• -IMMiULjgonomic conditions. Moving from one pricing service to another 
omses a drain on a client's resources -personnel and financial. Atatimettf 
great disiocatkm amoag the financiat community, few clients bad tiie desire or 
mandate to uidergo the stressful process. 

• Lade of InvegtHM^t bv Moody's, The business that was purchased from 
Mergem (for a nominal sum) was undentood not to be able to operate witiumt 
sipificant investment. Spedficaliy, there were three areai whi^ required 
immedl^e attention: 1) technology support, as tills pontlon did not transfer; 2) 
additional evaluators to hdp with areas of weakness (eg oonv^) and 3) client 
support. Noneoftiieseareas were funded properiy. The tedmology e^irt also 
suffered (along with the rest of Moody's) from the transition to Feral Systems. 
Had these areas had been funded properly we would have certainly inqiroved the 
initid cuBtonrer experience and increased sdes. 

• Lack of focus from Sales. Increasing the revenues is tire direct responsibility of 
the sales group, but their efforts woe not focused. While the sal» staff assigned 
to pricing are ctyrebie personnel, their mandate was to sell two di^erent pre^hicts. 
One. tire ratings feed for which Moody's is the only source was a “sure thsig", 
the othtf, pricing, was ultra competitive. They had no iireentive to expend extra 
sdes efforts on pricing. 

Additionally, I do not understand why revenue is performance factor for me. Take, for 
example, Derivatives - our fewma ^oup. According to our frill year earnings rel^tse, the 
US revenues in structured finance dropped 57%. Accordfa^ to Morgan Stanley. C!DO 
issuance droj^red in US dropped over 80%! And yet. d^te tire lade of work »id new 
isreance. the group saw a ra^ of managerial promotions. ] would like to understand 
how promotions are possible in a group where the new issue work load Is declining, 
vdiile I am penalized for managing a business that is flnished relatively flat and required 
a great deal of inte^ation work. As you know, the comparison is made more relevant by 
the foct th^ the management of the d^vatlves group retaliated against me in the Fall of 
2007 for preventing their illegal activity. 

In conclusion, I believe thd the two grades above should be raised to “3“ and “4“ 
respectively. Altemtuively, I would like fo undsrstimd the performance evaluation 
discrepancy between derivatives and pricing described above. 

Sincerely 

&ic 
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Jamiary 29 , 2009 


© 

iioodSr^ OoliMMiisa 


Ilya (Eric) 


Dear Brie: 


r MToftf 7)8dte OMsr at 280 OmnwftA 5M 
MnfYaktNtwYotk looor 


Wearej^eiUK^tocofi&iiiyourRewpositiiaasMaiu^iagDjiector •QNud^Awinutce 
(Stn»tiirad Ffsmee) in Moody’s Analytics, lepatlos lo Ons Hurls, e^cUvs as of laiwsiy 29, 2009. 
This letter seufoithcefiainteimsofyoiir new position. Exeqn as sraended by this letter, the t^ms of 
yoiff offer wkh Moody’s, dated April 29, 2005, nil! contiooe to j^employTimit, in hdl 
force and effect. 

1, CoB©eiiaatlaB 

You wOi receives base salary of MHlper year, payable according to Moody’ sctetomaiy 
pajnol! piactictB. For calendar year 2009, yw will be ellgfele fa a discretjeaary bonus under Moody’s 
Ei^utiye PerlbnntB» liuefidve CoinpenaiukM C'EPIC’O Pfeik and yoiff tai^et besun wiB be ■■■■ 
Yoitf a^ua! bmus payout vidll be payable during tbe flrrt qutfter of 2010. Amding fin* EHC wUt be 
based on opertflnglneoine growth letadve to budget for each opeiMing company fbr 2009. Und^the 
BPK Plan, your actual bofuis payout wlU be based on a cooMnstion your perfofinana (uid Mootfy’s 
Analytics pex f onnsn ee reiaiive to Its fhianeial targets for the year. The paymatt of all bomtses will be 
subject to satlsfoctwy performance and conduct on your pot, ai well as your lemafolng en^foyed by 
Moody's, through the date on whl^ the payment Is msefo 

2. Benefits 

As of Jinuary 29. 7XX9 your benefits sad N«cation sOotmeot will remain unchanged and you wQI 
cominue to accrue vacation days pro rata forenh calendar year, m accoidance with Moody’s fovestors 
Service vaesdon policy. 

Erie, we wish you comiruted success and hope ibm you will find your new pmltlon rewarcUi^. 


cc: O. Harris 
L. Agostini 


Sfaweroly. ^ 

4-. 


Marlanite Fabozai 


: f — 


VP-HROmOTlist 
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VS. ae{»rtn«M JaMc« 
ItBiMimiaB kadNafamlli^tfMi Sovke 


OMONxl!tf-Ot3« 

Eaii^oyineitt EligIbflKy Verilicatloii 


flaaao matflnsinictoiwoMwftiiiyh^ T1i» liii<rtidaciH» matt t» 

orthtofbrm ANn-I^CAnUH»ATiON NOUCE: tt t« gagal to d hcf i minato agatost woifc gBgftte irw^^ 
Em^cQnnCANNCn'spocdQp«4rfdi(iociimeflt(s)thayuMtoc«ptlhMiim<w^^. Thaiaftisai to hire an 
jtKftirtitiiatiitoatttoofatotowaairiiatiwdaten^atsocomtitttoilih^dfceriB^^ 

Section 1. Eayh^faa tn ft w n^ on «id VartIterfoR. totoreiareto<re«^>wdtyaiTyiBaww«ttfi>ttowBB»tqyB> e Bttop(n>. 


nttotNcme: U<t 





hpt .9 


lamavirare 

imprtaonfneat ahttfor ftws tor Ukm st at amant a or 
lire of fitisa tiooutnanto in ccamectfon wfth tha 
ownpl^on tWa ftaw. 





Cr^^b*** Sigmtm 


I tittst. tndBrpMiay «tpadk>3^ tiat t «n 

AcaimfrnBtlanlafawtMMSislw 

j An tfiR naiiefliM to iMrft URtl 
Wto»«rAdl 8 >teRl 1 


^ ^ I Tr/HT'/Kt- 

RafnrerandftrTrantiatorQvtfnoi^ (n 9 tee 0 ^M$a»italgmaitsntmiVpi^^^ipM 
6ih»llmai»mpivmJl9fai9t m^ptntiyofptVuy. MtiAMVMqMiaivawmapMtanarmf /amantfMataiMw 
an* Pf ay toPHto ta i tre J n ft nfi w tfB H k tn» *nrf eawet 
PnipiiwVmniater** S|arwli» 


naaMMnT*' 


AtUnufSutmttlmmmidttimilm, OIQ; 5tNa <3oati 


Sectten2.Bfyioyaf Realatoand VartHoallon.TatoniwainnoidiHwwitoireiiiaBr.to»^nniiiniwaaamtMAoa 
awnaw M w auMwmtt tom tM a ma are fraia tin c; « BrtBdm Oi n wwwp cfW» am nrf wend a* aMMWfcpr awl wc i a’ rtwi aitt»,»na^«f«hR 
aapunimto 


UstA 



Ottcm H tm it 

C« 7 trwian Dus I 

Ooc uw fU #} 

EnpIrMfM Da* ■ i. 


CERTmCATKlN - 1 ottMi. tmdor pemttqr of Out i tow oantired tintleaimanllfd afasantsd fey tt» 

' a imI to nWa to ttoMRpfojrMfMiiiMt that tha 


•matayaa, that Bn abowa-i itoa aacwnantW affwto fca ewwatie 
a niB toaa b agia ■i nti Byi aiit on ^tmntoAfewyaati — /_ J— an 
h aaetoa to nwafe In tha UaRarf Stataa. (Stoto amptoyawt ag aa c to 


ato that to the feaat of iny fcnowtaitoa the amalDjraa 
A tha date tha amptoyaa togw i 




TtUa 

DS— ACiiHzi »i 

SuBnMsorOrgfeitotf&ntom* AdttaH (StraarfetomatoMnto. 5fim^ 

Hoody'a InveaCors Service 99 Church Street. New York, MY 10007 

Date (menttttOayfyw} 

r- jz-oi- 


Sactkwt 3> Updating and ttovarifleatiofi. Te m compMad uid sipva bf mm/iaytr . 


A.NawNMit{lir<a:yatoMtti 


a. Pm* aTftoto 


C. it «R9tciy*a't pwieui ^ant «f iwfk miherliMion hw wpM, previM the (nronretfen Miaar to tha (teomia tlm MtoMiahu currant Mi^PWMnt 


Exptotfan Oitt flf any): /_ 


I Mtan, unto ptodor ar fNduy, atM to Bn IMM er ny inmbdtA Oih enyteya* h lOpto M WBik ta ito tMtto 1»MW. and If Ito Brivia^ praratcNl 
toowHCBlW, ito«teeianititto>h<waa«itr*>aa«paaif i*b*BenulH»M<atBtort*tPth*lBtotoMi 


^putwft of finpl^ «r ^tottortratf SapreMHnailva 


On* (moatMify/ymi 


rma atn>. i 14 t-9I}KPa0> 2 
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l}.S. Do*{>«rtm«nt of Justice 


OMe N« 

Emtrioymeftt gBpIbWiy VeriticaHon 


FkH»» '•M.lnstrui^qm wfftul<v.^b<«M».6oap{>tlr>^ thU fwm. incirueoont must bt mtlable tfurins eonmlation o« 
Hilt forai. M^l'DlSCRIliinN^luM NOTtt^ It to lli*^ to tllurtfMMle aot^t werk •itglWs tmbniHMis. S^loyttrs 
CANWT spMKy which tfoeumchtfs) ttwy wilt tsecpl from sh •flwiovM. Th« raluisi to hir* sn MMdwsi beeausc ol « 
tutors wsiHfaMOB ttoto may also consiJti^ Hh ipto dtscrtmuattoft. 

Saetlon 1. Employaa (nfoRhaiton an<f VarilletUon. totoew«ahM waagnMivsntooiicausia wns«toioy«nMiae 9 Ms 



Usdonhwa 

TTT.. 





i am awara that (aiiarai law pravtolai tai 
tn^toanmaito antftof Dnas tor falsa statomonto or 
ttoa af fatoa doeimaAta in eaimeotien whh tha 
eom pti t to n af iMa fenn. 


Ifczn 

Dr.Tvamiatof CartMaal 


TCc 


: AaMSflvaMMletMUMMS^ 

A la«U itomamnt AanSM (Aksn « A 

An slisn sutwsfMl lo wvfc utt t i 

«AtoftSBrAanmte»i» 




Saipievsrs SignMHis 


iOsa l WBi mW toa a wl 


ai a^ P tfWPeaBaft. jTs os 
amawar'aiTtaMtaMr^ ftgiimiw 


i^.atas ytorwM * *>»w«htoritoAa»a<paawhfi»Tm>as«abi 
' »itfemjrtasflwwtowisaiaatfi.ss«rfeewBfli 


r « as casato&oA flt mt tom sfttf a 


MWMsfStrsMMaawawMai^.Cfh.iato^a&daP 


toaoQon 2. Btipioyar Havtaw and VattncaUon. Ta _ 
BinnMawaaociiRMai tram Ust • lat am fraa UM e « loM as as I 
aisawssmato) 


a to Pto torn am nooto sw taa. SMMT ana smRSnn ant, u 



UatC 


eantoanOaapra^l 
OncwraAia 

Eap<aaenOai(tfa%^ 


CCRWICATION • } ah^ undar panalty af ptrlury, that I hast asamlnad lha doaomeMfs) prasanlf d by Ota abeva>nafnad 
sfflfMayaa, that tha abeva^tad tfoeumantfs) appaar to ba gaautna and to raiato to lha ampiayaa namad. that tha 
amployaa baoan anetoymani an ImoniMsy^aaf} f f an d that to lha bail of my knomadoa tha amptoyaa 
ta altirtoia to work m toa UnAad Etatoa. fSlala aftplafmm apartelaa amit tha data tha amptoyaa bapan 



I yfiaS-tt/r 

Hii j9~d 

atwn«»«o>aaMito«iMsfM ' Aosms ftmsi tons and mwaar. Q». Saw. Cads; ! 

MDODY^S IHVESTOaS SERVICE 99 CHURCH ST, HT, IT? 10007 | 

baapnena-datoanl 

i'Ud/od 

G«ctlan, UiNiMnaaMllwwIllcxIon. 

A. Mao Nana pfaMapstoti 

jb. untoitfMstorototodsyrysarf |kf«»Uicito«f 


C. M amstoss’s prvAOw awni to md sirtneRuwn mi smtsd. prawto Pa •taRMSM totoa tor tt» oocwneto M atutoonss cuwani ORptoytram 
toahtoy 

Oowmm* Tito Oa cw M to » . I mraw PW to mrt- > r 


igiaws^^RaisimnAvcnnndniawMrauMS 


H, and H dia snauoyM 


|paMtoion(nei«r-iatr> 


FfHnf-PfRav. t}-Sl<91}N 
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Uah^ Sum (/ Amrd^ '' 

» aft fvbm *r mgj nmm i» Ptmit tbt ti^ml 


I 


^ Um Uniud Sum lumtdkimn a 


iiftafl loffitfgidartdpnkftm. 






Lt Sttriuht 4'Sut 

dti Sutt’Vt^ . j'.’X 

p*r ht pffumii mtH mitrtik stmpkmrn 4i kiiur 


11 


rramumm du ButhlMi HnUbt At 
‘ d&fi A d^inlti d, tn €at A Mh, A hi M'§. 

. tUtli aidt M bftMlimm ibkimtr ' 
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Hunmn 


NaiRt: 

A^rtss’. 




>UKUb» MATAtoK 

'Vfmtt shmM »• «9mfi/at9d by MtOrntn p 


w 9n thsk ibstaaycf •mphymmt 


PriffliTttf ^rs< mM3t 
Social Sacurity# 
HomoPhi^s# 

Bus. Pax# 
CeHuiarPiioo## 



wioieE 

i 

HispanJsQ 

Ameifoenindlan 

Other 

Blask C 

j Alian/PadtiotafanderQ 

NalonalHjB __ 

-U&. 



Msial Status 

Ma/rMfl □ 

Single Q 



If Married: Spwse^nama;^ 


Of^inal: 
U,&a« 2 enr 
VtsaBtalus ^ 


Ofvortetf n 




SpoussiBStnama: 
bVkfowsd Q 


Pluert LafKiii^es 
ConvatsatioMl Languafies 


separalsd P"! 

Y«s^ MoQ lfflo(.wftatcouB<;yaf»yo<iaett»Dor? 
- - - £xplrgtlon Dale 

■". - Proiialert UnjuajM 



U.B. Aimed Forcca ftasafVB category; 

» of Orlte Annually Annual# of Wwto of Actfye Duty 

Are you a vetonwoflfte •Vietnam ere’? Yes □ No jgj ora ‘specaai disabled' veteran? Yes □ NojS . 

A *^etPsm9f9*>f9twMkoA0wh<iunmttl8Oaty9$(tbmtUtyi*iwb9nAu^Si 1964 itd litayf, 197S. pndncaiwf 
m neneraMi, generar er Oliver oiiMh« 9 » Our ntfe dksbononbh en». nr out eenW IbOdayt bwtwnnn tfib nbov 

dslns PMf w»* nlMsbtf^to 9 spmien aoarmeitcldfsabSfy, 

A ‘sp»aial^9bi9tf‘¥9l9rwif$OMt99/^to«mpM$9(9for9ai9btlytwt^^90p9fe9ttdrmofa. orfalad106r20 
pwam^MAmsb ’n/kmbmp/aymMttinrMlietft^crein^fftsrptaorenibMPdbomBeiivnPutybtcausnefeser^-- 
99099094 tfisabHy. 


fteroin b cairKt . 

— 


s~(u/oi> 


Th^ « Mor ua nan SACBOMS <wvuowrr$ 
M EeiM. OfeermKrr Sup^otvi 
UrpAV 
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Moeufy'm biv«at«i« Swvlea 


May3~l 2000 



99 Chuit^ Sire^ 
i'tew ytv^ hhiw YbitWOOT 

AcUvm 

W/Hvrrmn Rosourcea 

zisssajm 


Dear Erie; 


We are pleased to offer you th e position of VP/Sf. Amlyst with Mood/sinvastore Service at a 
starting sala^ of ||||||||||||g|||||^ annum witii a bonus target of SHHI Vour achui bonus 

payout for ^ioo will be affected by your performance as an analyst and Moody's fHarformance 
ridadve to Us financial targets for the year. The 2000 bonus will ^ paid In the 5rst quarts of 2CX)1. 
Your bonus ^yout for 2000 will be calculated as if you had beenempbyed as of January 1,^}D0 
and wilt not be pro-ratsd based upon your date of hire. 

Beginning in 2001, you will acaue 4 weeks vacatioiv h>r the remainder of this year, your vacation 
days win be pro-rated based upon your start date. 

In addition to die salary o^ced, you will be eligible to participate in the Dun k Bradstreet 
befits program. PlMse call Fidelity InvestEnenis, our benefits administrator at 1>877-PNB^0S3 
to request bo^nts enrollment matnial. Once you receive the benefits information, you must call 
Fidelity Investments to enroll In the bemeHts plan. If you dp not call within 31 davs of 
•mpJoyTnem,:voa_wtli not have benefit CDveraee. You can enroll by speaking with a service 
representative from 8.00 a.m- to S:30 p.m., Monday tttrough Friday, or throu^ the Voice 
Resptmse System virtually 24 hours a day. 


You will also be required to bring with you on your date of hire appropriate documentetion 
providing proof of United States citizenship or authorization to work in the United States. 


The offer as sta tad is contingent upon the satisfactory check of your references os well as the 
satisfactory results of a drug test to be taken prior to your starting with us. 


Inclosing, we hope that you will tinil thia opportunity with Moody's rewarding. If you have any 
questions, please call me. 


Incerely, / 


Sincerely, 

{ 

Adr^nne Rosenfeld 
Cc ferry Ghick 

Rosanna Thacke 



Banawnj» of Tte dm a 
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ANKEtA 

ACXNOmiaKSEMENT AKD AGKEEMSPO' 

BY 

ASSOOATE 


IfiESS^EY ACKNOWLEDGE AND AGREE Omi 


U lfaiwe«tt^ymdii»CoAe«fBihiM<*CM*)ndlh»StedKdsofIMMtofMa 
Caaim ('SuiMr*) of MOODY'S INVESTORS SERVICE. iDotodific ittmteidiiiininS ecMOidalSiilBi 
mi Mm Um ffw nffieieel tte» ad mam to dimai tte ammt A e m rf with if^cppriito 
BHMgiBHA Ob toft bwi* of th> fefegditfi 1 imtfirWtod ad apa to<>Mdi by the toga gf toe Godft wmI toe 

StoBdBfdt. 

2. Ai M AftBBdili (m d^Mri to dw CDdt). 1 tmy to Aa coutM or hy ^rtai of ay 
BatotoyiMBttMBtoB. wqubB, toan, * f^** *** *** fl i fV**f**^^ 

hrfnrifttia AH wn prepdetory to MOODY'S or jaBiwtoiw Crnmm tm dofloBd 

to too IteB M il i Wi di ^ . Begaai it to « loitotmd i»»toiaeai idwatr oader toe towBOmoir Admmt Aa of 1940% 
MCKIDY'S atol ito AMOfltoiai BIB to toft provUM of oMto Ato nd toB toiiAr 7>aafii|g 40id' dtosofttor /towf 

E^f eoto Wf Am tfioao^ toidtiiSBg toe pnvitoMM toanof BeMaistog too pfouetia ofCoofiitoaitollBitoBMioo 
from ttmtoBctorf d toe lo ^ or diwatoB to mf u i ialhQ i i gBd mt or pmpofta. 


3. At di tiim dafiof toa eoune aad after tenTitoaiieo of my coiik^mem it MOOOySt 
' “iTII tmrl ■*' rimfMrnriif h fnntMt I nn it thn j i r fi rafTr rrf MfTnTY'T m ifr I torin e w fVinnirlir. it thr row vary tnr. 

iodariP»ot. MM tol l wyiwil yaotooriadtow^tof hyaeEegBdveoffiBgBfMOOOT*S. dividiBaa>Co«> fi<i»* tol 
iBtonBMtfla to af pern 'ttoe la not M ABBKtou ar dhnMt «ay Pnnfiilmliil Infiwntinn fn mrnr nrjTmjrnir 
(toehidiiii idtooto hodliutoB ay pflCHod fito to heaoA of loy kto4) olfato ton tod Ito itoieh fodb loIncBiBtiao 
ww wqnind or toweloyod hy. ar oirtuted to. MOODY'S, 

4. Asy viototMB hy OB of toe Code or too StoodmU wfll rtojeel me to iwilinffiata 

dtotqrfiouy aetia hy MOODY*S, odtoaes Kmimttoo watottiCB of ca ptoyM Bt, ad otor, to adriiikp, 

mdijM fli» to etofl ad/or erintoi! Uibiliqr aad poeltiM utoer appUetola itato mi fedenl law. 

X Notlu( to lUi AnkBOwtodfamat lod Asreaaiat toall, aor toaSl ft tor toy ha 

daeiBBd to, (a) ce a tt i t i ua ay agraeomu, mptm or faipKed. oaihHalriai toe dunttoo of bqt eaytoymirt by 
MOODY'S or to)tototorrectriflt toaoy DinBer (fas right ofMOC^Y'S or na to tamtoata sad) amptoyoKOt at 



(MAR-93) 

UWnOMOMBMOiaMt^OMJO 
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MOOOrS INVSSTORS SERVICE 

sEctmrms tracing poucy 


ANKRXA 


I HEREBY CERUFY that 

}. I have lead and irntterttBiKl the SiKiiritfcx7>wAng/M<^ of MOODY'S. 

2* 1 that, at aD timei «4ule emplt^ fajr MOODY^S ami for s perfod of (hiea (3) nKKUhs 

foUowiag tenninotiOB of auA eiQpl<9i8eat, 1 tvill faithfoliy eocopV with tha Miey. 


3. I uflderstsiKl and agree that failure » comply with the will me to iaonediafo 
disclpliitary action, which may Indude terminatitm of my empkomeot, by MOODY’S aad may, in addlUcn. 
suhject me to civil andfor cnaiaal penalties ondec state aod fodenl law. 


4. Durlitgfoe eoaxse of the three (3) rnmuhr immediam^ preceding the detect tMs CsdlBca^' 




4.1. {dmkotu) . V -V • • 

4.1.1. 1 have AM ngiged in ai^ tswsaction in Securities (at dtiBsed) mqulied by iim 
P^Hey to be ditcliMcd ia a Securities TratuecriciLReport. 

4.1J. 1 have engaged in one or more tnxesactions in Securities tequitod by the 
to be disclosed a Secoriliei Traosacdon Reports and have ehhsr submitted alt sudi Reports as 
and when required or, if not, submit thssn with this Oenificate. 


4.2. I have nehher purchased nor sold ai 9 Security in violation 

eatod any infonnation in eonnedion frith, or whh a view toward eausrag or indudng, the pomhan or sate 
ofaflySttariiyuivio{8tiMrofthe^//<y. ' 


REPORT FOR; ^ 
QUARTER; .^L 

YEAR 4^.,.... 

DATE; 

COST CENTER NO; AM^.. 


SIGNATURE: 

NAME; • 

Tm.E; ....liL./..: 
DEPARTMENT:... 

GROUP; 







PUASE StmMIT TEE COMPLETER FORM TOi 
HUMAN RESOURCES DEPARTMENT 
ATTENTION: DIRECTOR 


Tbit Certificate must be lubmitttd not later Ibao tea (10) days after the tmd of each ealeadar quarter. 
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Immttan tmvtea 


Health & Fitness Center 

TsI; (212) ®M1SQFa«(8t2) 5534199 


miB 


MEMBERSHIP CANCELLATION 

NAME: 'T^iuOL 


SOCIAX.SECtJBITY# 
OEPARTMENTi 


CAJSSEtf ^TI fiN 


SnSNATlIBEi 


0 ^ i 


NAME(FL£ASBt«lia?: ^ 

EXTENSION: . 7US 


B 77^ E ^(c 




rnmsSMiWAGEaSIGNATUKBt . 




ta/iB’H 


qinnn.i 
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Moodv'a NamelAddrBSS Chanm Form 

By Gompletitig this form you an authorizing Moody's to change your name and or 
address in our Human Resources and Payroll systams. Moody's will communicate 
your changes to all Medical «id Benefit vendors. 



■5S55B55il 

lElleotiveDate: I 071/9 



Currant Name; 


*^<^0 /i-lf s k,^ 


[New Name: 




Iwarttel Strtu^ 


[awu»e*8 Namft! 



tMobila Phont Numbw; 


m 


Changing your addiws may impact your State and/or Local vrdhholding. To 
change your withholdingi please complete the appropriate withholding certificate 
and forward to the Payroli dapartment (New York Office, 2nd floor). You may 
Bcoess withholding forme by using the Hnk below; 

Should you wish to update your emergency contact Information, please go to the 
on-line HR Self-Service Center and tOllow the Instructions. You may access the 
site by using ths link bslow; 


Plsasa rsfura this form to Human Resources (New York Office, 2nd Floor). 

0 ^ 


8fan$tuna; 


T 
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Kalchimky, llys 
BC/^fS^etv York 


MooOy’s Corporation 

9P Church Street 

New York New York J 0007 

John fbitherjurd, Jr. 

PregidMit & Chief Executive Officer 

Tel 2l2.JS3.m4 
Fax: 212,406.1696 
E-mail tohD.fatherfigd@iTtDodys.com 


March 3, 2003 


Dear Ilya: 


I sm pleased to advise )rou that your 2002 Poibrmance Incentive Plan (PEP) bonus payment 
made by direct deposit to your account in an amount less appropriate 
withholdings and deductions. 

I want to thaiti< you for your hard work and dedication during the past year. Your efforts 
contributed to overali growth for Moody's Corporation fincluding MKMV) of 28,4% in 
revenue and 35V* in operating income and strong cash flow as compared with 2001. Overall, 
Moody's employees delivered outstanding finaacial performance in 2002. Attached is a 
summary of how the PIP bonus payout was determined. 

Working togeth«-, I have every confidence that we will be succ»sfui In creating additional 
value for our shareholders tn 2003 . 


Sincerely, 
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Moody's Coipormtfon 

9P Church ^reet 
Neye york, Nrtv York 1006? 

John JtutlKrfi^^, Jr. 

Prevlfhf^ & Executive Ogtcer 
Tel: 2I2J53.40J4 
Fax:2J2.406.l696 
E-tnoU: J<^nith 0 /fijr<i^ooi()^. com 


BONK 

Kolchiiuky 

NewYortc 


Februeiy 11,2002 


Dear Tlya: 


Congratulations! 1 am pleased to Inform you that the Board of Direc&>r8 of Moody's 
Colporatifm recently awarded you a stock option grant. This letter outlines the key terms and 
conditions of that stock option grant Afler reading this letter, please sign a copy and return it \oGrctce 
Gennet/Human Rcsourcei in New York, 

Your stock option grant is governed by die terms and conditions of the 1998 Moody’s 
Corporation Key Employees’ Stock Incentive Plan (flie "Plan’O* A copy of the Plan, as well as the 
original prospectus and prospectus supplement relating to the offering of shares of Moody’s 
Corporation stock pursuant to tbe Plan, are ruiclosed wiUi this letter. You should read each of those 
documents in their entirety for a better understanding of your grant. 

In addition, enclosed is a brochure with general mfonnation about your option grant, as well as 
infarmation about establishing an on-line brokerage account with Charles Schwab & Company, 
Moody's stock option plan administrator. 

Your Stock Option Grant 

Your stock option grant provides you with an equity stake in Moody's and an opportunity for 
long-tenn capital appreciation. It provides a direct link between an associate’s compensation 
o|:^XMtunity and increases In stockholder value. 

Your grant gives you die right to buy Moody’s Corporation stock at a fixed price in the fUure. 
TU$ is called die exercise price, the value of your options is tied directly to (be stt^ market price of 
Moody’s stock during die life span of the options. The bt^er the stock price rises in the fbture, the 
more valuable ^ur options become. 

Each Moody's assoc itie who receives an grant will be provided with a Charles Schwab 
on-line l»okerage account, at no cost to the associate, through vv^ich Moody's stock optirxis may be 


t/S_Op Lettar_TMnplaie 
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exercised. Since you may only exercise your optkms by means of your Charles Schw^ brokerage 
account, you are encouraged to prom^iy comptete the encicsed application fonm from Charles 
Schwab Employee Stock Plan Services, if have not already done so. Once you exercise your 
options and purchase shares, you may u-ansfer your shares to another brokerage accourtt or leave them 
jtt your Schwab account. 


Details of Your Stexsk Option Grant 


Number of Shares of Moody's Stock Subject to Your Option! 

Exemise Price: S39,97S 

Date of Grant; February 7, 2002 


Expiration Date and Vesting Schedule 

Your stock option grant is a gram of norv^qualified stock options, which expires 10 years aiten' 
the date of grant (F/ifbruary 7, 2012), or upon your terminatJoR of employment, if earlier. You should 
review the enclosed cr^ of the Plan and infminationftl brochure for details about the effect of a 
terminatiem of employment on your options. 


Subject to your continued employment, your options will vest and become occrclsable with 
respect to 2S% of the shares on each of the first, second, third and fourth armiversaries of the date of 
grant, so that your options will be 100% vested and exercisable alter the fourth anniversary of die date 
of grant, as set forth in the following schedule: 


Timefranie from Date of Graot 

VesfiBS 

Cumubtive Vesting 

Febniary 7, 2003 (1 year) 

25% 

25% 

February 7, 2004 (2 years) 

25% 

50% 

February 7, 2005 (3 years) 

25% 

75% 

February 7, 2006 (4 years) 

25% 

100% 


Exercise 

You may exorcise all or a portion of your c^ione to purchase shares, to the extent vested, at 
the fixed exercise price at any time after vesting commences and on or before the option expiration 
date. You may exercise the vested porticm of your options by contacting Charles Schwab either on- 
line or by using the toll-^e number, depending on your means of exercise. Further information on 
how to exercise your options and pay the exercise price Is set forth in the enclosed informational 
brochure. 

Transferability 

Your options may not be assigned, alienated, pledged, attached, sold or otherwise transferred 
Of encumbered by you ouierwise than by will or by the laws of descent and distribution, and any such 
purported assi^mesu, aiienaticm, pledge, attachment, sale, transfer or encumbrtmee will be void and 
imenforceable against Moody's. During your lifetime, your options are exercisable only by you. 


us_pp L«oer_TemplBte 
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Your option grant will net constitute or be evidence of eny agreement or underatandin^ 
expressed or Implied, on part of Month's or any of its suteidtarles to ctHitinue your employment 
for any specifle period or in any particular capacity and will not prevent Mote’s or any of its 
subsidiaries frwn lenninating your employment at any time. 

Responsibility for Taxes 

Re^dtess of any action Moexiy's or your employer takes with respect to any or all inccune 
tax. social Insurance, payroll tax or other tax-related withholding (“Tax-Related Items’^, you 
acknowledge that the ultimate Jiabtifty for ail Tax-Related Items is and remains your responsibili^ and 
that Moody’s and/or your employer (1) make no representadons or undertakings regarding the 
trea^ent of any Tax-Related Items in connectiem with any aspect of the option grant, including the 
grant, vesting or exerelse of the option, the subsequent sale of shares acquired pursuant to such 
exercise and the receipt of any dividends, and (2) do not commit to structure ^e terms of the jpant or 
any aspect of the option to reduce or eUminaie your liability for Tax-Related Items. 

Prior to exercise of the option, you agree to pay or make adequate arrangements satisfactory to 
Mood’s and/or your employer to satisfy alt withholding obligations of Moody's and/m' your 
employer. In this regard, you authorize Mo^'s and/or your employer to withhold all applicable Tax- 
Related Items legally payable by you from your wages or other cash compensation paid to yon by 
Moody’s and/CH- your employer or from proceeds of the sale of the shares. AHematively, or in 
addition, if permissible under local law, Mery's may (1) sell or arrange for the sale of shares that you 
acquire to meet the withholding obligation for Tax-Related Items, and/or (2) withhold ip shams, 
provided that Moody's only withholds the amount of shares necessary to satisfy the minimum 
withholding amoent. Finally, you shall pay to Moody’s or your employer any amount of Tax-Related 
Items that Moody’s or your employer may be requir^ to withhold as a result of your participation In 
the Plan or your purchase of shares that cannot be satisfied by the means previovsly described. 
M<^y's mey refbsc to honor the exercise and refuse to deliver the shares if you fail to comply with 
your obligations In connection with the Tax-Related Items as described in this section. 


A summary of the United States federal income tex consequences with respect to the Plan and 
your options are set forth in the enclosed prospectia. However, you shouW consult your own tex 
advisor concerning the fbdcral, state, local or other tax Implications of the Plan and your options. 

If you have any questions regarding this grant, please contact your Human Resources 
representative. 


Sincerely, 


USjOp l^tterjresmslaie 
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I hereby accept and agree 
to the foregoing terms of 


cation grant. 


Signature 


Dya Kolcbfnsky 

Name 


2 ( 

Date 



USjOp L«tUr_Tem|Hirte 
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Eric Kolchin^ 
Bam/u&i/NY 



Moo€9y’9 Ct>rp0raiit»in 

9P Ckurdt Street 

Msw York, hhw York 10007 


John Rulherfiird, Jr. 

Prexieimt & Chief Eteatlive Officer 
TV/; 212.553.4014 
Fax: 21X406. im 
E-mail: i 


February 13, 2003 


D^Eric: 


O:s3gra£ala(lons! I am pleased to infbnn you tlial the Board of Directors of Moody’s Coq)oratiOtt 
r»:sntly a\%rded you a stock option graiit Tliis letter outlines the key tenna and oondidons of IhM stt^ 
cgjtioa grant. After reading Ibis letter, pleae sign, a copy and return it to Qerma/Hunam Reaources 
Departmam, Church S/nfUt, 2^ Floor, Wew York, A/T 1007. 

Your atock option grant is governed by the terms and coaxHtions of the 19P8 Moody’s 
Corporation Key En^loycea’ Stock Incentive Plan (the “PlaiT). A copy of the Plan, as well as the 
original prospectus and prospectus supplement rcUt^ to the offhring of shares of Moody’s Corporation 
stock {Htrsuant to the Plan, are encios^ M(^h this letter. You should read eadii^thoae documents iiv their 
enti^^ for a better understanding of your grant. 

In addition, enclosed is a brochure with ganeral infbrmatioii abotit your option grant, as well as 
infomuttion about estnblishhig an oi>}iAe brokerage account with Charles Schwab & Company, Moody’s 
stock option plan administrator, 

Yoor StodLOotion Grant 

Ymtr stock option grant provides you with an equi^ stake in Moody’s and an opportunity for 
long-term capital af^reoiatian. ft provides a direct link between an associate’s compensation opportunity 
and inoieasea in stobkholder value. 

Your grant gives you the right to buy Moody's CorpttfatioD stock at a fixed price in the ftrturu. 
This is called the exercise price. Tlie value of ycur options is tied directly to the stock market price of 
Moody’s stock (hiring the Ufo span of the options. The higher the stock price rises In the foture, tho more 
valu^le your oprioss become. 

Each Moody’s associate who receives an ojHlon grant will be provided wHIi a Charles Schwab 
on-line brokarago account, at no cost to the associalc. through which Mwjdy’s stock options may be 
exercised. Since you may only exercise your options means of your CSiarlcs Schwab brd^rage 
account, you are encouraged to promptly compieto the eocloSCd upplicabon fonn from Charles! Schwab 
Employee Stock Plan Services, if you have not already done so. Once you exercise your options and 
purchase shares, you may tiansftj your shares to another brokerage account or leave them in yom^ Schwab 
account. 


l?8.17MOO 
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Nutribcf of ShaiBB of Moody’s Stock Skibject to Your Optibn | 
Bxerowe Pries: $42.53S 
of Gr^; February ?, 


Yimr stock optioa grant is a grant of uon-quaiified stock opticiur, wliich eM>ires 1 0 years after the 
date of grani (February 7, 20t3}, or upas your termination rf employment, if carliw. You should review 
the enclc^cd copy of the Plan »td inibnnstion^ brochure for dtsttuls about the effectof a termination of 
employmexrt: on your options. 

Subjwrt to your continued employrnoU, your options will vest and bmmie exercisable with 
respect to 25% of tee shares each of the first, second, third and fourth anniversaries of the date of 

so teat options will be 100% vested and exercisable after tee fourth anniveraary of the date of 
grant, as set fbftli in tee foUawing schednlo; 


Timeframe from Date of Grant 

Vesting 

Cumulative Vesting 

February 7* 2004 (1 year) 

2SVu 

25% 

February 7, 2005 (2 years) 

25% 

50% 

February 7, 2000 (3 years) 

25% 

75% 

February 7, 2007 (4 years) 

25% 

100% 


Exercise 

You may exercise all or a portioti of your opti<uu to purchase shares, to tee extent vested, at the 
fixed exercise prioc at any time after vesting otsnmetKes and on or before the option expiradon date. You 
may exer<^e tee vested portion of your optioos by conUotrng Charles Schwab ehher online m* by using 
the toll-fi'ee number, depenteng on your means of exercise. Further information on howto exercistyour 
options and pay the exercise price is set forth in the enclosud information^ brochure. 


Your options may not be assigned, alienated, piet^ed. attached, sold or otherwise transfbrred nr 
encumbered by you otherwise than by wiii or by tee laws of descent end distribuiion, and any such 
purported assignment, alienation, plc^c, octatdiment, sale, transfor or encumbrance will be void and 
uftcttforcc^le against Moody’S, during your Ufttirae, you? optioJis are exercisable only by you. 


Your option grant will not constitute or be evidence of any ngreBmcnt or understanding, 
expressed or iu^lied, on the part of Moody’s or any of Ite subsidiaries to contitmc your employmeftt for 
any specitio period or in any particular capacitytmd will imt prevent Moody’s or any of its subsidiaries 
fran barndi^ng your employment at any time. 


US.17K«X) 


CONFIDENTIAI. & PROPRIETARY 
REDACTED 


MOODrS-COGR09>00109 



175 


Regardless of my ac^on Moody's or ;^vtr en^loyt^ tdkos with respect M any or al? income tax, 
sootal insatatice, payroll tax or other tax-related withhoidiag ('‘Tax -Related IterDS**), yoa acknowledge 
that the uHlmete liabU% Ibr all Tax-Rekted Itetns is and lexnaiiu your ^ponsibib^ and that Moody's 
and/or otuploysr ( 1) make no reprosentaiions or undertakings i^aiding die treatment of any Tsx- 
Related Items in conn^on with any aspect of the option grant, ioeluding the grant, vesting at exmdse of 
die option, tbs snbsequent sale of shams aetpured pursuant h> such exercise and die rew^t of any 
dividends, and (2) do not cammit to structure die terns of the grant or any ^pect of du option to reduce 
or eliminate yow liability for Tax-Related Items . 

Prior to exercise of tlu: cation, you agree to pay cs maito adequate arrmigem^ts satisfootory to 
Moody's and/tff your employer to satiety aO widiholdmg obligations of Moody’s and/m* your en^iioyer. 

In fois regatd, you at^iize Moody’s and'or your emplo)^ to withhold all applicable Tax4le}a^ Items 
legally payable by you foom your wages or <^ef ca^ compensation paid to you by Moody’s and/or your 
tanpioyer or fhnn pmoeeda offoe sale of the shares. Alternatively, or m addfoou, if petimssible uiute 
local kw, Moody’s may (1) sell or arrange for the sole of ahans that you acquire to mestlhe withhdding 
cdiligstion for Tax-Rda^ ftenu, and/or (2) withheld in shares, provided thed Kfoody's cmly withltolds 
tim amount of shares nscesaatyto satisty the Tninimuro withholding amount. Pmalty. ymi shall puy to 
Moody’s or ymir enqiloyer any amount of Tax-Related hems that Moody’s or your employer tnty be 
required to withhold as a resuh of your participiuion in the Plan or your purchase of sh^ dmt cannot bo 
st^sfled by the tttoens previously described. Moody’s may refuse to honor the sxeroise and refuse to 
deliver foe shares if you foil to conqily whh your obligations in coonection wHb foe Tax-Related hems as 
described in fois section. 


A summary of the United States federal mccxne tax cmisequences with respect to foe Plan and 
your options arc set forth in foe enclosed prospectus. However, you should cora^ your own tax advisor 
conccmhig the fodaol, state, local or other tnx hspUoations of foe Plan and yonr oprtions. 


If you have ^ quesdons regarding this grant, please contaa your Human Resources 
representative. 


Sincerely. 


I hereby acc^ and 
to foe foregoing terms of 
this pp^ion^grant , / ^ ^ 

f 


Sigiwbire 

/i Icki nS 


Name: (Knl^lK^y jErie) F ^ 
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Bom 


IfyaKokhinji/^ 
New York 



Moody^s Corporation 

99 Church Sirvet 

New york, New York 10007 

John RuthsTjurd, Jr. 

Presidait 8l Chief Executive Officer 

Tel: 217JS3.4Q14 
Fax; 2l2.m.im 

B-rmil: john.rvtheijurJ@inoodys.com 


March 1, 2002 


Dear Ilya: 


I am pleased to advise you that your Per&>nnMce Incentive Plan (PIP) bonus award for 2001 
Jias been approved at the level sliown below. In addition, management's proposal to supplement 
the f<Mmula bonus payments to reward exceplional sectors and individual p^ormance has bcsai 
approved. In recognition of your outstanding contribution to Moody's in 2001, you have been 
chosen to receive a supplemental bonus. 

Ybuj^OOl regular bonu^^n^ is Ullll^land your 2001 supplemental bonus payment is 
A payment direct deposit to your account in an amount 

less appropriate withholdings and deductions. Attached is a summary of how the PIP bonus 
payout was determined, 

I want to thank you for your hard work and dedication during the p^t year, Your efforts 
contributed to overall growth for Moody’s Corpco'ation of 32% in revenue and 3 8% in operating 
income and strong cash flow as compared with 2000. Ot'erall, Moody's employees delivered 
outstanding financial performance in 2001. 

Working together, I have every confidence that we will be successful In creating additional 
value for our shareholders in 2002. 


Sinc^ely. 
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Lonnon. Danna 


Prom: 

Stfit: 

To: 

Subject: 


Kofe^lnslv. Etic 

Frtday, October 1 3. 2000 2:08 PM 
Lennon, Danna 
Actoress 


Dana, 


Myn^addnsksais: 



% emerg^cy contoot is ^a same at tf>e new number. 
Thank you very much, 

Erie 
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COMPAKy»-> 00500 EMPLOYEE NUMBER— > 


EMPLOYEE NAME 

PO BOX/APT/SOlTS“-> 
STREET ADDRESS-'--> 

CITY > 

STATE--- --> 

ZIP CODE--- -> 

HOME PHONE > 



RECORD 1 OP 1 


10/23/00 12:4 
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Recommendation for Compensation Adjustment 
US Payroll 


AjBHXiste Nanwi Koichintky, Ilya E NrfanwHKt Evahntlon! 

SaairiayM lt> tiimt 2l00i41i 

PB Dates 

Social Secure Uam ■■IH 

ftO^oR Locattass United $uas(45) 

CeotCaKen 2dS - Dartvwivat 

l»a Omm 05/30/2000 

Uit M ApmMb OS/30/2000 

Compensation Hlstoiy 
RecommendatlonfChange 

Raca mm awfad BUn Gut Harrit im 08/22/2000 

RMewR tar CfiM|« MeUt, CompredDn BircetKa D«« 

PtofemiMM Radar* Emetfr Expacutlons (3) Sinct Uk Cbanie 

local Cumnort USD 


09/01/20001 

3tn«1tiK^4d^ 


OdMC ComiR O None Sow IVpe: Tarfer 

• Bomit enable 
O Commiaden 



ID NiiMIl 

P2100t668 

P2IOOI668 



ionr Tides 

Vice i>retideni/S4nior Anai)et 

Vice Proddent/Serto' Ar.a!y« | 


Oradat 





CcHC Cenven 

- Oertvadves 

266 ‘ Oeivadves 



SBUs 

CftA 

' CRA 



Qraup: 

S>eriv<tlv« K Funds 

DsrNMtm a Funds 



Caimtwntt.^ 




/^>prt>vatft 




(altM Apatevd... 
x»<iidva ABptwal 




¥) 

0 


V 
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eUH 500, 


OR HOBIO 


-BAfilC EMPLOYEE IDENTtPiaATION- • 


COMPARV'-S' 00500 EMPLOYEE RUMSSE 

EMPLOYES KMSB > ILYA 

■ PO 80X/APT/SirlTS--> 

fiTRBBT ADDRESS 

CIIW STATS SIP > 

HOMS PH«?B 

PAY TYPE > 

STANDARD HOURS— -- 3 . 75.75 

TIMS aUBD STATnS--> AtfTXaiATIC 

BlRtK DATS---- > !!■■■■ 

BMPLOYKSHT DATB---S. OS/30/2POO 

AISNOAL SALARY > ■■■■■■ 

ORGtfaSXZATION > 8266 

SALARY GRADS- > 17 

MARITAL STATUS 2 

START PAY DATO > 00/00/0000 

WORK DAYS/WEEK- » S 


BUSINESS PH0W8 > (OOO)OOQ-QO OO 

SALARY cm BATE----* ■■■■■■ 
standard hours 2 --> 999.09 
£K»IAL 8BCDRITY---> ■■■■■■ 

PAY FRBQOEHCY * 71 

SEX MALE 

ANT tAST PAY CHG--* HHHHI 
DATS LAST PAY CKO-* 

SALARY STEP- > A 

ADJUSTED n4P E3ATB-> C5/30/2000 
START DAY OP WEBK-> 2 
STD HOORS/DAY -> 7.0 


09/07/00 lSs24:14 1 M39L KPt» . 
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Moody** Inw—ton Sorvloo 


S<^omber 10, 2009 



Dear Eric: 


7\M*ki7iwf9C9natM2eoQmmteh^mai 
Now \bik, NT tOOOT 

Mai^nnt Faboat 

VksePra^dent 

Human PasiMXM 

m212.8B3.04S7 

fax212.m.747a 

6T)a«: martannftAOozzffiMT^^ 


Per your request, this is to conflnn that on Thursday, September 3, 2009, you were asked 
to meet with Barry Berke of Kramer, Levin who is investigating the issues that you raised 
in your July 29, 2009 and August 21, 2009 letters. When i^ed to attend this meeting, 
you told Marianne Fdx>zzi and Amy Winkelman that you intended to give notice, i.e. 
dmt you intended to resign from M^y*s, and that you would not cooperate with the 
investigation. You were told that as a current employee of Moody*s you woe expected to 
cooperate with compliance inveatigadona and if you did not you would be suspended 
with pay. You again refused to cooperate. We are hopefril you wilt iecon«der yow 
decisitm and will a^ee to meet with Mr. BeHce as soon as p<»sible. You may contact 
him directly at 212-715'7560, 

In the meantime, as you are not to be perfonnlng any work for or on behalf of Moody's, 
please contact me at 212-553-0457 immedi^ely to arrange for the return of any company 
property still in your possession. Our reconls indicate that three computers - two desktop 
and one laptop - were issued to you. We only found one desktop computer in your office. 
Please let us Imow of the whereabouts of the other computers immediately. 



Cc: A. Winkeiman 
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Mootfjr'tf tnveaion Servfeo 


Se{^ember22. 2(X)9 


Ilya S. Koldilnsk; 


Dear Eric, 

I am responding to your email of September 16 to Gus Harris to correct some of the 
many misstatements in your email and to address your en^ioyment decision. 

First and foremost, Moody's did not terminate your eroploymMt you were 

su^)ended - with pay > for refusing to cooperate in an investigation of allegations you 
raised. SpecifKally, you were suspended fot refusing to meet with the law ftrm 
Kranrer Levin, which, as you know, was retained by Moody's to investigare your 
compliance concerns. You were given sevml <^)pottunitles to meet with Kramer Levin 
but you consistently refused to do so. 

Contrary to the statements in your letter, my understanding of your phone conversations 
with Kramer Levin is that they were limited in nature and focused primarily on 
sdieduling and on providing you, at your reqi^U with an agenda for your ^eduled 
interview. This limited engagement ^d not satisfy your cooperation obligations to 
Moody’s. Moreover, at no time did you advise Moray's that your refusal to meet with 
Kramer Levin was because you wanted your lawyer present Moody's has never objected 
to your lawyer attending any requested interview; nor, to our knowledge, would this have 
posed an issue for Kramer Levin had you simply raised this request at the outset. 

Second, we strongly disagree with your characterization of our September 3, 2009 
meeting. Amy Wii^elman and 1 called you to a meeting that day to discuss your stated 
refusal to meet with Kramer Levin after you had requested that an independent 
investigation be conducted and after you had agreed to cooperate in that investigation but 
then changed course. At the meeting you reiterated your refusal to cooperate. 1 roninded 
you that you have an obligation as an employee of Moody's to cooperate fully. You 
maintained that you would not meet with Kramer Levin and stated that you would be 
resigning from Moody’s shortly. I inquired wh^cr you were providing me (your HR 
representative) with notice of your resignation and you slated that you were ncH because 
you still had an assignment to complete. After that exchange, Ms. Winkelman and I 
requested again that you sit for an interview widi Kramer Levin and explained that the 
consequences of non-compliance would be suspension with pay. In response, you stood 


7WorkSTlwi»Cv^at2SO(kaemifk:hS^ 
New Vtu*, NT 10007 

MartofmF^joziI 
\^PmbJ9nt 
HummRaswroes 
M-212.SS3.04S7 
Fax 212.298.7478 

frmianr».^bOBfStmoods^ 
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Up and brought an end to the meting. I gathered the Company property in your 
possession escoited you to your office wh^e you gathered youi belongings, then 

waited while you spoke with Gus Harris, and Hnally escorted you to the exit of the 
building. 

At no point did Ms. Wiidteiman or I tie^ you in a "humiliating maimer” or attempt to 
"intimidate ymi into droi^lng your case.” Indeed, we have no knowledge thiu ymt have 
initiated or Hied any case against Moody's. Nor have Moody's actions sinc» the 
September 3rd meeting been in any way inconsistent with your susprasion. Because you 
were su^n(^ itom active duty pending your decision to ccK)perate in an ongoing 
investigaiion, ymtr elecUonic ac^ss was terminated and your bladcberry and computers 
were secured. 

Third, I understand that several people luve spoken with you previously about your 
disappointment with your group being reorganized and the Company's decision to 
timisfer you to Gus Harris's group in late 200? rather than include you in a ia^ff. Youx 
contention that this was a retaliatory move or a demotion is inaccurate, bdeed 
ymi tmiuntarily accqtted a transfer to Moody’s Analytics and did not raise any conc^ 
about your transfer until nearly one year after the transfer. 

We accept your resi^ation effective September 16, 2009. We will, of course, reimburse 
you for apinopriate business expenses incuned prior to your resignation. We wtU also 
I»ovide you with a ftnal pay check and any unused, accrued vacation time, and sem! you 
relevant convereion of benefits information under separate cover. 

Finally, the Kramer Levin investigaiion is ongoing and Kramer Levin would still like to 
speak with you. Uterefore, please contact Barry Berke to arrange a time you and your 
ctHUisd can meet with th^ 


Sincerely, 


Marianne f^bozzi 

Vice President HR Generalist 


cc: A. Winkelman 
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KRAMER LBVIN NAPTALIS & ERANKEl 

Saury M.Beike 
Partner 

PiiONB 212.715-7500 

PAX 212-7lS-70(» 

BBiauCE@KKAMERLEVIW.COM 


My 30,2009 


BY EMAIL 

PRIVILEGED AND CONFIDENTIAL 

Amy S. Winkelman 
Associate General Counsel 
Moody’s Coiporation 
250 (^enwich Street 
New York, NY 10007 

Dear Amy: 


We are pleased that you have asked Kramer Levin Naftalis & Frankel LLP 
(“Kramer Levin” or the “firm”) to repres«it Moody’s Coiporalion (“Moody’s” or “die 
company”) in connection with an internal inquiry and related matters. As is our practice, we arc 
writing to set forth our understanding of the terms of our engagement 


1 . Pees . We charge fees based on the actual time spent by attorneys and odier 
mcrabere of staff who perform services on Moody’.s matters. Our hourly rates for attorneys and 
other members of staff are based on years of experioice, speciali'/alion in training and practice, 
and level of professional attainment. My billing rate presently is S780. Other attorneys who 
may work on diis matter will be billed at dieir customary rates. 


2. Disbureqnents and Other ChMges . In ]»rfonning services for you, we may 
incur expenses for items such as travel, lodging, meals, long distance or conference telephone 
calls, search and other fees, and courier services. In addition, matters may require andUary 
services such as photocopying, word processing, document preparation, secretarial, picofreading, 
messenger, and computerised legal research. These disbureements and other charges r^esent 
out-of-pockel expenses, and, in some cases, the firm’s apjwoximate cost and/or compai'able 
market pricing. If s]w;cifically requested by the company, we will furnish detailed billing 
information reg^ing such disbursements and other charges. Third-party charges (e.g., filing 
fees, consultants, expert witnesses, transcripts) tneurred on the company’s behalf ai*e jMiyable 
directly by the company to the fiiird party. If direct billing is not practical, such third-party 
charges will be passed through at our cost 


KLi: 


n77As»oaoFmEAjooo*s J&wYok NY 10056-2714 ftiow 212-715.910® Pax 212.715.8000 ww.MWMroxm.coK 
Ai»in47AvEMBHo(aE TSOOBPwnsPMwct 
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KRAMER LEVIN NAFTALIS & FRANKEL u.^ 
Amy S. Winkelman 
July 30,2009 
Page 2 


3. Billings . Fees and disbursements win generMly be billed monthly and are 
payable upon presentation We reserve the ri^ to postpone or defer providing additional 
services or to discontinue our representation if bSled amounts are not paid when due. We dao 
reserve die right to charge interest at the legal rate fix>m time to time for balances that remain 
outstanding for more than 30 days. 

4. Conflict of Interest Waiver . Kramer Levm has many national and international 
clients, covering a wi^ range of industries and businesses. Conflicts of interest might arise that 
could deprive existing or faospective ciieois of the right to use this fora as its coimsel. As part of 
this agreement, the company agrees that we may represent current or fotine clients, whether with 
respect to counselii^, transstotional matters, litigation, adversarial proceeding, or other matters, 
so long m those mattere are not substantially related to the firm’s work for the oora}Miy. 


representing the company, we may from time to time consult with the firm’s Genera! Counsel or 
with lawyers or others within or outside the firm r^rding issues of professional responsibility 
and professional ethics foat arise in connection with foe firm’s representation of it. We believe 
that the ability to underteke such consultations with foe expectation of confidentiality benefits 
our clients by fbsterii^ the firm’s ability to frankly and ca^dly discuss conems which 
implicate foe company’s inters. The company acknowledges and agrees tluit these 
conversation shall be confidential conummications between the firm and its internal and 
external advisore as to which the firm shall be entitled to an attorney-client privilege, 
notwith^anding foe potential for a conflict between (he interests of foe firm and the company's 
interests as a client of the firm. 


6. Use of Information Obtrined in Other Representations . As you know, the firm 
represents many clients in many diverse matters, and it is possible that, in connection with its 
representation of oflher clients, the firm may have obtained or may obtain in the future 
information with respect to the company or other mattcre ^^ch foe firm may be prohibited from 
disclosing to it or using in connection with our replantation of it because of obligations to such 
cUenl or ofoerwise. The company acknowledges and agrees that tlie firm is not under an 
obli^on to disclose such information to the company or to ase such information in connection 
with our representation of the company, The company further agrees that it will not assert that 
the finn has an actual or potential conflict or has breached any duty or obligation to the company 
by virtue of foe firm’s possession of such mfbrmation, our not revealing such information to the 
company, and/or our not usii^ such infonnation in connection with our I'epresentation of the 
company. 

7. Disclosure of Federal Tax Advice . The company may disclose to any person, 
without Hmiffliiniij advicc or materials we provide to it relating to the United States federal 
income tax treatment or sfructure of any transacticai (referred to as “Federai Tax Advice”). No 
such Federal Tax Advice is proprietary or exclusive to the finn. No entity ofoer than foe 


minimz 
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company is entitled to rely on the Federal Tax Advice, unless expressly authorize by the Him in 
writing. The company hereby agrees to inform any crtter parly to whom it discloses Fedo-ai Tax 
Advice tiiat such party may not rely on the Fed^ Tax Advice. Tills paragraph, is intended to 
avoid die ^plicadoo of a possible reporting requirement to the IRS under Treasury Regulation § 
1 .601 1 '40>)(3); it is not intended to aifect the privileged nature of communications between the 
company mid the firm which mi^t be waived by disclosures to third parties. 

8. Compliance with Audit Remiesls. Subpoenas. Legal Process and Other 
Requests or Demands for Infonpation . From time to time we may be required to reload to 
requests for inform^on, document or testimony about the company or our vrork for it Such 
requests may come from the company or its oiditors. They may also come from third parties 
through a subpoena or other legal process to whidi we are required lo respond. We will bill the 
corrgiany for any time spent or costs incurred responding to such requests or demands in 
connection with any matters we handle for it In the event the firm considers it necessary to 
engine counsel In connection with any such third jarty inquiries, those eiQienses will be 
reimbursable casts under this eng^ement. The firm will consult with the company before 
engaging counsel. 

9. Termination . The company has the right to teiminEte our representation at any 
time upon written notice to the firm. We have the same right on written notice to the company, 
subject to applicable provisions oftheNewYoric Rules of Professional Conduct One of the 
circumstances in which the firm will terminate the rejwesentation is die company’s failure to 
timely pay bills rendered by the firm. If our representation of the company is terminated, it 
agrees to take all steps necessary to free us of any <A»ii^tion to perform fiirther services, 
including the prompt execution of any documents necessary to withdraw from the representation. 
We will be wititled to be paid for our services rendered and disbursements paid or incuned on 
the company’s behalf to the date of termination, and, thereafter, to the extent required to permit 
the smoofij iransiiion of the company’s mattcifs) and files. 

Unless previously terminated, the firm’s r^esentation will terminate upon the 
sending of a final statement for services rendered in this matter. 

10. Arfaitiatjon . Under certain circumstances, file company may haw a right to 
arbitrate fee dispides under Part 137 of the Rules of die Chief Administrator of the New York 
Courts, Such a right does not exist in many circumstances, including when the amount in dii^ule 
involves a sura of less than $1,000 or more than $50,000. The Turn does not consent to 
arbitration of fee disputes with respect to any situation that is not subject to Part 137. We will be 
happy to provide a copy of those rides on request. 

11. Records Relating to the Representatioa At the conclusion of any specific 
matter w; are handling for the company, we will return its papers to it upon reque.st and receipt 
of payment for outstanding fees and disbrnsemente. Files that are retained by the firm will be 
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retained in accordance witii our records retention policy, usually for a maximum period of ten 
years. The firm reserves die right to (festroy or oAcrwse dijqpose of records that the company 
has not ^ely requested, in order to minimize imnecessary storage expenses. 

12. Survival of Agreements. Th^provisiomof this letter will continue in effect, 
even after the termination of our relationship. In addition, the provisioiK of this lette -wili apply 
to future engag®nents of our firm by tie company unless we mutually agree otherwise. 

1 3. A pplicable Law. This a^eement shall be governed by and interpreted in 
accordance with the kws of the State of New York without regard to its conflicts of laws 
principles. 


Please me at (212) 715-7560 if you have any questions. We look forward to 
wculcing widi you. 


Sincerely, 

KRAMER LEVIN HAFTAHS <6: FRANKEL LLP 

., x-. 4 lA. 

Bany H. Berke 


a-3 3ni)n.i 
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